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Sir Frank Tribe 


The Exchequer and 


Audit Department 


The British system of public finance is based on the principle that 
the House of Commons must retain control of the appropriations it 
makes. This control is maintained through the Committee of Public 
Accounts and the Comptroller and Auditor General. The Exchequer 
and Audit Department was established to enable the Comptroller and 
Auditor General to perform his prescribed functions. The department 
performs three types of audits, “accountancy audits,” “finance audits,” 
and “appropriation audits.” It does not perform an “efficiency audit,” 
though it does check that the department being audited has carried out 
its functions in as economical a manner as possible. 

Sir Frank Tribe is Comptroller and Auditor General, The Exchequer 
and Audit Department, Great Britain. 


ARISTOTLE, in the Politics, considered ways in which the Greek 
tyrants could avoid public discontent. Among other things he said. 
that a ruler must show himself, in the first place, concerned for 
the public funds. “Not only must he refrain from expenditure in 
lavishing gifts which cause public discontent (and that will always 
arise when money is painfully wrung from a toiling and moiling 
people and then lavishly squandered); he must also render accounts 
of his income and expenditure... .Next he should levy taxes and 
require other contributions, in such a way that they can be seen to 
be intended for the proper management of the public services. . . .” 
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The advice is valid for other forms of Government, and this account 
of the tasks and problems of the Exchequer and Audit Department 
is in part the story of how this advice is put into practice in our own 
Parliamentary democracy. 


ORIGIN OF THE DEPARTMENT 


The British system of public finance is based on the principle 
that the House of Commons must retain control over the grants it 
makes; but the House of Commons does not itself attempt to 
examine expenditure in detail. Its control is effected mainly 
through the agency of the Committee of Public Accounts and the 
Comptroller and Auditor General. 

Parliamentary control was, however, a creature of slow growth. 
Those to whom public money had been entrusted resented having 
their actions controlled, and Parliament was slow in appreciating 
the principles upon which public accounting should be based. 

The most ancient of all the offices of Control was the Auditor of 
the Exchequer, which was created in 1314 and remained in being 
until it was abolished in 1834, when its duties were transferred to 
the Office of the Comptroller General of the Exchequer. The main 
function of these offices was to control the receipts of taxations by 
the Exchequer and the issues from the Exchequer. 

The control secured by Parliament by placing the power of issue 
in the hands of the Comptroller General of the Exchequer did not 
extend to the further check of seeing that these issues from the 
Exchequer were properly expended on the purposes for which 
Parliament had intended them. The Report of the Committee of 
Public Accounts of 1865 remarks in Appendix I that “there has 
always been a marked contrast between the jealous susceptibility 
displayed by the House of Commons in asserting their exclusive 
right to grant the supplies, and the indifference with which they 
have abandoned the final appropriation of supplies, when granted, 
to the unchecked discretion of the executive government.” Some 
attempt to control the spending of the issues from the Exchequer 
had been made as early as 1559 with the creation of the Auditors 
of the Imprest Office. This office operated until 1785, when it was 
abolished, its duties being taken up by the Office for the Auditing 
of Public Accounts. Many changes in the composition and duties 
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of this office took place in the succeeding years and, in 1865, the 
Chairman of the Audit Board became also the Comptroller Gen- 
eral of the Exchequer. 

Appropriation, or the attachment to grants made to the Sover- 
eign of conditions governing the purposes for which the grants were 
to be used, had been recognized as part of the normal system of 
Parliamentary control in the seventeenth century, but it was not 
until 1832 that any department was required to submit to Parlia- 
ment accounts of how the money voted had been spent. The Navy 
was the first department to. submit accounts followed by the Army 
and Office of Works some years later. 

The middle of the nineteenth century was marked by a series of 
great financial reforms designed to make Parliamentary control of 
finance more effective. These reforms culminated in the Exchequer 
and Audit Departments Act, 1866. 


EXCHEQUER AND AUDIT DEPARTMENTS ACT, 1866 


This Act established what is to all intents and purposes the pres- 
ent system of Parliamentary control of public expenditure. It 
abolished the offices of the Comptroller General of the Exchequer 
and of the Commissioners of Audit. A new post was created, that 
of the Comptroller General of the Receipt and Issue of Her 
Majesty’s Exchequer and Auditor General of Public Accounts, 
usually referred to as Comptroller and Auditor General, to have 
the powers and to perform all the duties conferred or imposed on 
the heads of the two abolished departments. The Comptroller 


‘ and Auditor General is quite independent of the Government as 


he holds office “during good behaviour,” subject to removal on an 
address from both Houses of Parliament. He is thus mainly respon- 
sible to Parliament. His salary, like that of a judge, is payable 
from the Consolidated Fund. The staff under his control consti- 
tutes the Exchequer and Audit Department. 

Under the Act all departments in receipt of moneys voted by 
Parliament are required to render detailed accounts, called Appro- 
priation Accounts, annually to Parliament. These accounts are 
signed by the officer in each Department appointed by theTreasury 
to act as “Accounting Officer.” It is now the general practice for 
the Treasury to nominate the Permanent Head of the Department 
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as the “Accounting Officer.” This designation denotes that the 
officers are responsible to Parliament “for the financial administra- 
tion of the services under the control of their departments” and 
“avoids ascribing to them a character which properly belongs only 
to persons possessing a technical knowledge of bookkeeping.” 

The Appropriation Accounts have to be submitted by dates 
specified in the Schedule to the Act to the Comptroller and Auditor 
General, who examines them, certifies their correctness and reports 
on them to the House of Commons. 

The Act of 1866 also embodied the important constitutional 
principle of prior Parliamentary control over all issues from the 
Exchequer. It provided that the Comptroller and Auditor General 
should “from time to time” grant to the Treasury on their requisi- 
tion credits on the Consolidated Fund, the account into which all 
revenue is paid. Every working day the Treasury sends to the 
Comptroller and Auditor General a demand for the issue of such 
sums from the Exchequer as are needed to finance the many activi- 
ties of the Government. These demands are examined and, if they 
are in accordance with Parliamentary authority, he issues Credit 
Notes authorizing the Banks of England and Ireland to issue the 
money. In this way Parliament, through the Comptroller and 
Auditor General, ensures that the Executive Department cannot 
obtain any advances which have not been duly approved by the 
House of Commons. The procedure today is exactly the same as 
that laid down by Parliament 90 years ago. 


EXCHEQUER AND AUDIT DEPARTMENTS ACT, 1921 


The main provisions of the 1866 Act have stood the test of time, 
but the experience gained after fifty years showed that the develop- 
ment of Government Services had made some of its provisions 
unduly restrictive and that classes of accounts not required in 1866 
had become necessary. A Committee was therefore appointed to 
consider the provisions of the Exchequer and Audit Departments 
Act, 1866, and to report on any amendments needed therein. This 
Committee reported in June 1921, and its recommendations were, 
with some very minor amendments, embodied in the Act of 1921. 
The major amendments to the 1866 Act that were effected by the 
1921 Act are: 
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(a) Test Audit: Under the old Act, except for a few scheduled 
accounts, no deviation from a hundred per cent audit was con- 
templated. Such an audit had become both impracticable and 
uneconomical. Departments had not only developed sound systems 
of accounting but the larger departments had also instituted a 
system of current internal examination designed to assist the 
Accounting Officer of the department to satisfy himself as to the 
correctness and propriety of the department's financial transactions 
and to prevent or correct errors before the accounts were submitted 
to the Comptroller and Auditor General for examination. The 
1921 Act therefore provides that the Comptroller and Auditor 
General may, if he is satisfied with the effectiveness of the internal 
check, accept as correct vouchers which have been examined and 
certified correct by the accounting department. He is thus enabled 
to employ a small expert staff and devote its activities to a highly 
selective system of test audit. 

(b) Examination of Accounts of Receipts of Revenue: The 1866 
Act had provided that the accounts of the receipt of revenue by 
the Departments of Customs, Inland Revenue and Post Office 
and the accounts of every receiver of money which is by law pay- 
able into H.M. Exchequer should be examined by the Comptroller 
and Auditor General if requested so to do by the Treasury. In 
1921, however, it was felt that the audit of the accounts of revenue 
receipts and of the accounts of other moneys payable by law to 
the Exchequer should be the statutory duty of the Comptroller 
and Auditor General and should be conducted by him on behalf 
of Parliament. to whom his report should be made. The 1921 Act 
therefore made provision that these accounts should be examined 
by him on behalf of the House of Commons in order 

(i) to ascertain that adequate regulations and procedure had been - 

framed to secure an effective check on the assessment, collection, 

and proper allocation of revenue, and 

(ii) to satisfy himself that such regulations and procedure were 

being duly carried out. 

The 1921 Act also instructs the Comptroller and Auditor General 
to make such examination as he deems fit, i.e. a test examination, 
of the correctness of the sums brought to account. 

(c) Examination of Stock and Store Accounts: The Exchequer 
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and Audit Departments Act, 1866, had empowered the Treasury 
to require the Comptroller and Auditor General to examine and 
audit the accounts of the receipt, expenditure, sale, transfer or 
delivery of any securities, stamps, Government stock or annuities, 
provisions or stores and property of H.M. Government. It was the 
duty of the Treasury to decide whether transactions of this nature 
were of sufficient amount or of such a character as to necessitate the 
keeping of special accounts, but by 1921 it was considered that it 
should be the statutory duty of the Comptroller and Auditor Gen- 
eral to examine them and report thereon to Parliament. The 1921 
Act therefore requires him to examine such accounts on behalf of 
the House of Commons in order to ascertain that adequate regu- 
lations have been made for control and stocktaking, that the regu- 
lations are duly enforced and that any requirements of the 
Treasury have been complied with. He reports the weoule of any 
such examination to the House of Commons. 

It is not the duty of the Comptroller and Auditor General or 
of his staff to take part in any periodical stocktaking. 


(d) Audit of Trading, Manufacturing, &c. Accounts: There was 


no provision for the maintenance or audit of trading accounts in 
the Act of 1866, but the Army and Navy Audit Act of 1889 
required accounts of shipbuilding, manufacturing and other like 
services of the Army and Navy to be prepared in such form and by 
such departments as the Treasury might from time to time require. 
Such accounts were to be audited by the Comptroller and Auditor 
General on behalf of the House of Commons. In the years that 
followed the passing of the 1866 Act, trading and analogous oper- 
ations were undertaken by Government departments to a much 
larger extent than could have been foreseen by the framers of that 
Act, partly on account of the special services undertaken during the 
1914-1918 war and partly owing to the extension of the functions 
of departments. The policy of the Treasury, which the Committee 
of Public Accounts frequently endorsed, was to require depart- 
ments to set up accounts in a commercial form in respect of all 
such operations. A volume of trading accounts showing the results 
for 1918-19 of all War Services was presented to Parliament in 
1920, and shortly afterwards a further volume was issued compris- 
ing accounts up to 31 March 1920 in respect not only of War 
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Services but of normal trading services of departments carried out 
as part of voted services. The Comptroller and Auditor General 
reported on these accounts. 

There was, however, no statutory authority for the preparation 
and audit of these accounts. This omission was remedied by the 
1921 Act, which provided that Accounts showing the income and 
expenditure of any shipbuilding, manufacturing, trading or com- 
mercial services conducted by the department should be prepared 
in such form and by such departments as the Treasury may direct 
or approve. All such accounts are to be transmitted to the Comp- 
troller and Auditor General, who certifies and reports upon them 
to the House of Commons. 


AUDIT 


The duties of the Comptroller and Auditor General are thus 
prescribed by statute in the Exchequer and Audit Departments 
Act, 1866, as amended by the 1921 Act. 

In addition to the Appropriation Accounts, which now number 
about 160, he has to examine and certify a large number of other 
accounts, including the Trading Accounts of Government Depart- 
ments and many subsidiary accounts presented to Parliament in 
the form of White Papers. These “White Paper Accounts” cover 
a wide range of Government activities, some, like the Hospital 
accounts, directly financed from Votes and others, like the Insur- 
ance Fund accounts, financed mainly from contributions. The 
Comptroller and Auditor General if so requested by the Treasury 
also examines any other account, whether relating directly to the 
receipt or expenditure of public funds or not, which the Treasury 
may, by minute to be laid before Parliament, direct. Other accounts 
may be audited by agreement with the body concerned. In all some 
390 different accounts are certified by the Comptroller and Auditor 
General each year. 

In the forty years after 1866 the Government’s total expenditure 
had not more than doubled, but from 1907 onwards the social 
services began to require increasing sums. Moreover, increasing 
international responsibilities and the elaboration of defense equip- 
ment made the defense services more costly, and entirely new trad- 
ing and other functions were vested in the Government. In 
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10 THE FEDERAL ACCOUNTANT 
consequence expenditure on supply services recorded in the Public 


Income and Expenditure Accounts, which had been £39m. in © 


1866-67, rose to £775m. in 1938-39 and to £4,017m. in 1955-56. 


STAFF 


The Exchequer and Audit Department was established on 1 
April 1867 under the provisions of the 1866 Act to enable the 
Comptroller and Auditor General to perform his statutory func- 
tions. The staff, which numbered about 150 in 1867, now numbers 
about 530, of whom about 470 are directly engaged in the work 
of audit. 

Recruitment to the audit grades is from the general Civil Serv- 
ice Executive Class Examinations and entrants have to take a 
three-year external course of instruction in accounting, cost 
accounts, and constitutional and commercial law, in addition to 
their internal training. The Department was one of the pioneers 
in arranging training courses for its staff. 


NATURE OF AUDIT 


As the Comptroller and Auditor General audits on behalf of 
Parliament, before which the accounts and reports thereon have to 
be laid, his audit differs in certain respects from the normal com- 
mercial audit. The audit he conducts falls under three heads: 

(a) An “Accountancy Audit.” This is a straightforward audit of 
the accounts to establish that they are a true record of receipts and 
payments. 

(b) A “Finance Audit” dealing with the adequacy of the depart- 
ment’s internal financial control and the effectiveness of the 
internal audit. Included under this head is the examination of 
store accounts, the frequency of stocktaking, the methods of safe- 
guarding cash and stores and the procedures for ensuring that all 
receipts due are collected. 

The methods of placing contracts are also closely watched to see 
there is adequate competition and that the contract terms provide 
safeguards against undue profit and extravagance. 


(c) Appropriation Audit. This type of audit is designed (i) to 


ensure that all expenditure is in accordance with the intentions of 
Parliament when it voted the grant; (ii) to ascertain the reasons for 
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any discrepancies between the Estimate and the outturn of both 
expenditure and receipts; (iii) to ascertain that the expenditure 
incurred conforms to the authority that governs it, and (iv) to 
ensure that no exceptional use has been made by the Treasury of 
its power (known as “virement’”’) of authorizing the use of a sur- 
plus at the end of the year on one subhead of a vote to meet a 
deficiency on another subhead of the same vote. 

The above types of audit fall within the statutory duties of 
the Comptroller and Auditor General. He has, however, been 
encouraged by successive Committees of Public Accounts, whose 
constitution and functions are described later, to extend his audit 
beyond these statutory duties. 

The modern conception of British Government financial pro- 
cedure and organization is that finance is an essential factor in the 
consideration of policy questions. Finance and Administration 
cannot be divorced. It must be clearly understood that the Comp- 
troller and Auditor General is in no way concerned with policy; 
he would never criticize the sum voted by Parliament for a given 
service or suggest that a policy approved by Parliament was a waste 
of public money. The Committee of Public Accounts has, however, 
become very concerned with the methods by which Government 
policy is carried out and its examination of a department’s accounts 
is largely directed to questions of management, with which econ- 
omy is intimately connected. 

The Comptroller and Auditor General has therefore directed 
his audit to ascertaining whether the department has administered 
a service in as economical a manner as possible, though he does 
not attempt to carry out what may be described as an “efficiency 
audit.” 

The Comptroller and Auditor General is alone competent to 
decide what information he considers necessary to enable him to 
fulfil his statutory functions, notably papers giving details of Esti- 
mates or contracts, or substantiating charges in accounts. If papers 
called for by him are withheld by a department (a very rare occur- 
rence) the Accounting Officer of the department would have to 
defend the reason for so doing to the Committee of Public 
Accounts. There are certain exceptions to this rule: 

(a) No details of the way in which the money voted by Parlia- 
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ment for the Secret Service is spent are supplied to the auditors. 
Parliament accepts a certificate to the Appropriation Account stat- 
ing that the amount shown as expended is supported by certificates 
from the responsible Ministers of the Crown. 

(b) Large grants in aid of the revenues of the Colonies and for 
particular services in Commonwealth organizations are made. In 
most cases expenditure from these grants is audited by the Director 
General of the Oversea Audit Service and occasionally by an 
official of the Colony. The accounts and the audit reports are made 
available to the Comptroller and Auditor General, who can report 
on them to the House of Commons if he deems fit. 

(c) Grants to Local Authorities are either specific grants for par- 
ticular purposes, e.g. education, or general Exchequer contribu- 
tions towards rate-borne expenditure. The former type of grant 
is claimed by the authorities, and these claims have to be certified 
by the District Auditors, officers of the Central Government. The 
District Auditors have to satisfy themselves that any conditions 
attached to the grants by Parliament have been satisfied. The 
Comptroller and Auditor General sees these reports of the District 
Auditors, and he can report any adverse reports to Parliament. Par- 
liamentary control of the general Exchequer contributions is less 
strict. Expenditure out of these grants is not separately accounted 
for, and the Comptroller and Auditor General is not in a good 
position to report to Parliament on the use made of these grants. 

(d) It has been the growing practice in recent years for Parlia- 
ment to approve the payment of public money by departments 
to institutions and bodies not subject to their day-to-day control. 
These grants in aid are not accounted for in detail to the Comp- 
troller and Auditor General, and any unspent balance at the end 
of the year is not surrendered to the Exchequer. The accounts of 
the bodies receiving these grants in aid are generally audited pro- 
fessionally, but frequently, where a substantial part of the income 
of the organization comes from public moneys, the accounts are 
open to inspection by the Comptroller and Auditor General, who 
can report to Parliament on the way the money is spent if he con- 
siders it necessary. 

If the Comptroller and Auditor General is not satisfied with the 
propriety of any transaction or considers that a policy has not been 
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administered with due regard to economy, he will report the facts 
to Parliament and, if necessary, qualify his certificate to the Appro- 
priation Account. 

The Comptroller and Auditor General has no power of dis- 
allowance, but if after consideration of his report the Committee 
of Public Accounts decided that sums included in an Appropri- 
ation Account were not a proper charge to a Vote of Parliament, 
the Committee would recommend in their Report to the House 
of Commons that the expenditure be disallowed. 


COMMITTEE OF PUBLIC ACCOUNTS 


The Comptroller and Auditor General’s Reports are presented 
to Parliament and under the Standing Orders of the House of 
Commons are referred to the Committee of Public Accounts. 

This Committee, the instrument by which the House of Com- 
mons enforces accountability for public moneys, was first set up 
by the House in 1861. It is appointed each Session and consists 
of fifteen members drawn from all parties, and by established cus- 
tom the Chairman is always a member of the Opposition, quite 
often a former Financial Secretary of the Treasury. 

The Committee have before them the annual Appropriation 
and other Accounts and the Comptroller and Auditor General’s 
Reports thereon. The Accounting Officers concerned are sum- 
moned before them and examined. The Comptroller and Auditor 
General and representatives of the Treasury are also present as 
witnesses. 

The Committee’s purpose is to ascertain that the expenditure of 
voted moneys has not exceeded the sums granted or been incurred 
for purposes other than those for which the moneys were granted. 
But above all, it is most interested in ascertaining that the depart- ~ 
ment has been administered in an economical manner. It has thus 
become a powerful instrument for the exposure of waste, ineffi- 
ciency and financial maladministration. 

The results of the Committee’s enquiries are embodied in a 
series of Reports which are presented to Parliament. These Reports 
may criticise the financial administration of a department and 
recommend alterations of system to avoid the repetition of occur- 
rences which have called for censure. These Reports are considered 
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by the Treasury, whose comments, together with any instructions 
to departments designed to carry out the Committee’s wishes, are 
contained in a Treasury Minute on the Report of the Committee. 

From the Reports and the Treasury Minutes thereon over the 
last ninety years has grown what may be called a body of “case 
law.” This is embodied in two volumes called “Epitome of the 
Reports from the Committee of Public Accounts,” covering the 
years from 1857 to 1950. These volumes provide a guide, approved 


by Parliament, to the financial administration of Government 


Departments. 


FUTURE DEVELOPMENT 


It will be seen that, although the Comptroller and Auditor 
General’s primary task of securing Parliamentary control over 
Government expenditure has remained constant, the problems 
involved in its performance have varied with the changing pattern 
of Government activity. At first, the emphasis was on accuracy and 
regularity in the rendering of Appropriation Accounts and on the 
accounting problems involved in securing a uniform system 
throughout departments. Later, when this had been secured and 
the scope of Government expenditure began to expand, the 
emphasis came to be more on questions of economy and the 
avoidance of waste. 

Developments since the last war have raised fresh problems. The 
establishment of nationalized industries has, as is well known, 
created difficult problems in securing Parliamentary control over 
the general policy of these industries without interfering in the 
day-to-day management. The accounts of the industries are audited 
by commercial auditors and not by the Comptroller and Auditor 
General whose staff in any event would not be large enough to 
cope with the work. Parliament has now established a Select Com- 
mittee on Nationalised Industries to consider their reports and 
accounts. 

Another development has been the extent to which institutions 
or organizations have been financed by grants from public funds. 
Various methods have been adopted in following up the use made 
of these grants. In some cases they are accounted for to the Comp- 
troller and Auditor General; in others the accounts are audited 
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by commercial auditors but the audited accounts are rendered to 
the Comptroller and Auditor General, who has access to books and 
records if necessary. As will have been observed from the Reports 
of the Committee of Public Accounts and correspondence in the 
press, there are other bodies, such as the University Grants Com- 
mittee, to whose records the Comptroller and Auditor General has 
not got access. 

A further development has been the growth of international 
organizations of which the United Kingdom is a member and to 
whose funds it contributes. The auditors of these organizations are 
appointed by the governing bodies. Sometimes there is an audit 
panel to which the Comptroller and Auditor General may be asked 
by the Treasury to nominate a representative; other organizations 
have asked the Comptroller and Auditor General to undertake the 
audit, and with the approval of the Treasury he has done so. These 
audits raise special problems of their own. 

Parallel with the development of Government activities and 
expenditure there has been a great development of accounting 
theory and practice in the business world. The question of how 
far Government accounting should be modified to take account of 
this and of the requirements of the new situation was reviewed by 
a Committee appointed in 1947 under the chairmanship of Mr. 
W. F. Crick. In its final report, published in 1950, the Committee 
expressed the view that the present system of accounts still offered 
the best basis for Parliamentary control, but they made suggestions, 
many of which have been adopted, to enable the published accounts 
and statements to inform the public as promptly and plainly as 
possible of the essential facts about the national finances and to 
enable them to be used for the guidance of those formulating 
policy and carrying it out. . 

It will be obvious that there is nothing static in the position. 
The Audit Department has to be constantly on the alert to deal 
with new developments. Mechanized accounting is growing in 
Government Departments and its effect on audit programmes is 
being kept under review. The effects of electronic accounting are 
also being watched. 
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William W. Werntz 


Managerial Uses of 


Accounting in Government 


The three essentials of a good accounting system are an interest in 
the system, an organization, and an appreciation that accounting to be 
useful must be used by management. The managerial accounting en- 
visaged here supplements the appropriation and fiscal controls cur- 
rently being used. Substituted for the profit motive of private industry 
is the professional pride of the governmental accountant. 

The prime area of application is cost control, but other areas are con- 
trol of receivables, payables, imprest funds, travel advances, and prop- 
erty ledgers. The lessons learned in industrial accounting can also be 
useful in finding uses for business machines and in the application of 
operations research. 

Mr. Werntz is a partner of the public accounting firm, Touche, 
Niven, Bailey & Smart. This paper was presented at the monthly meet- 
ing of the Washington Chapter of the FGAA on September 12, 1957. 


_ THE uses to which accounting, in all of its aspects, might be put 
in satisfying needs of management in government are nearly 
limitless. The field is so broad that it cannot begin to be covered 
in the space available here. What can be done, however, is to 
catalogue some of the ways in which accounting techniques already 
have found their way into federal practices, largely as illustrations 
of the further possibilities of such devices, and to summarize some 
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of the principles of good accounting systems as they have developed 
in industry which are applicable to many federal problems. 


THREE ESSENTIALS OF GOOD ACCOUNTING SYSTEMS 


Until about ten years ago, federal accounting systems and the 
weather were generally felt to be quite similar—nobody was satis- 
fied with either, but no one seemed able to do much about it. 
This, however, is ancient history today, as the stream of legislation 
(of which Public Law 863, 84th Congress, is the most recent 
general example) and the annual progress reports under the Joint 
Program to Improve Accounting in the Federal Government so 
clearly evidence. There is no doubt that the first essential to good 
accounting is a basic and pervasive interest at nearly all levels and 
in all departments in having a good system. Until such an atmos- 
phere is developed, accountants have little chance to prove their 
worth or even to be heard outside their own circles. In the federal 
government there existed for a long time the problem of who was 
to spearhead the job and be responsible for it. No working solu- 
tion could be arrived at between the Congress, which had to enact 
a variety of enabling legislation, the Bureau of the Budget, the 
General Accounting Office, the Secretary of the Treasury, and last, 
but not least, the multitude of administrators and executives in 
the several departments and the independent agencies. The con- 
flicts of interest, respective prerogatives, overlapping of authority, 
and plain inertia were largely dispelled by the adoption of the 
Joint Program and the willingness of Congress to move forward. 
A major impetus for change came from the investigations, dis- 
closures, and recommendations of the Hoover Commissions. By 
these means came the atmosphere of progress that now exists. __ 

Once this kind of atmosphere exists, the second essential for a 
good accounting system is the development of a team headed by 
one who is charged with the responsibility of seeing that progress 
is made and who is supported by, or has available to him, trained 
personnel and expert advisers. The needed advisory role has been 
filled by committees representing the General Accounting Office, 
the Treasury, and the Bureau of the Budget, and in a number of 
instances by the retention of outside accounting firms and other 
specialists on an advisory basis or to assist in special assignments. 
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The responsibility has been assigned to the head of the executive 
agency (usually not an accountant himself), who in turn frequently 
assigns it to a comptroller. This is precisely the course followed 
in industry with beneficial results. 

One note of warning is important here. Improvement in account- 
ing methods and systems can rarely be successfully imposed by 
edict from above or from outside the organization. It comes best 
only with full understanding and co-operation at the working level. 
This lesson has been learned in industry many times. When public 
accountants are asked to revamp or update a system, a first concern 
is to be sure that company personnel take an active part in working 
out desirable changes so that they will feel responsible for keeping 
the new system in order and adapting it to new and unforeseeable 
developments. A system developed and installed by outsiders, how- 
ever good, needs to be run after those who installed it have gone. 
Lack of interest or of understanding on the part of operating 
personnel will result in its functioning badly or inefficiently or 
even breaking down completely. This is as applicable in govern- 
ment as in private industry. 

The third and final general principle to emphasize is that 
accounting procedures and the data they furnish are not an end 
in themselves. All too often accountants slip into something of a 
take-it-or-leave-it attitude and view their work as done when the 
recording and control processes function smoothly to produce 
reports and related data that, while finely printed and nicely 
bound, do not furnish information that is useful to management, 
or at least not nearly as useful as it could be. Accountants, how- 
ever, cannot afford the luxury of deciding themselves what manage- 
ment should want and after supplying it expect to survive. Quite 
the contrary. Accountants should keep close to management, find 
out what information will help, and then find means of having 
the accounting system produce it in timely fashion. This does not 
mean that accountants should have no part in deciding what man- 
agement needs. Indeed, they should educate management. on the 
usefulness and significance of accounting data, direct attention to 
major matters, not minor items, and satisfy themselves that man- 
agement is giving full consideration to data they feel are useful. 
Since it is management, not the controller, who makes, and is 
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responsible for, operating decisions, accountants must give man- 
agement what management believes is helpful, not what the 
accountants deem relevant. In most instances, however, where there 
is a well-developed and co-ordinated management group, the con- 
troller usually has acquired insight into the operations through his 
familiarity with the financial and accounting procedures. His 
opinion on matters up for management decision thus will be 
accorded appropriate weight. Recognition of this level of influ- 
ence is often given in industry by such titles as Vice President and 
Controller. 


OBJECTIONS TO INDUSTRIAL ACCOUNTING 
METHODS IN GOVERNMENT 


Two frequently raised objections to the proposition that indus- 
trial accounting know-how can be applied to governmental 
accounting must be answered. These objections are the existence 
of fiscal controls and appropriation accounting, and an alleged lack 
of drive generally attributed to the absence of the profit motive. 

There is, of course, no question that under present conditions 
government accounting systems must give due recognition to the 
needs of appropriation accounting and fiscal controls. But, as others 
have said, such requirements are not a limiting factor on the intro- 
duction of industrial accounting techniques. There is hope, more- 
over, that many of the control mechanisms inherent in appropri- 
ation accounting can be supplanted by effective controls developed 
through industrial accounting techniques. Indeed, it is evident 
from the detailed portion of the annual progress reports under the 
Joint Program that critical review of the appropriation, apportion- 
ment, allocation, and allotment methods has enabled substantial 
simplification of these procedures. Very likely agreement on some - 
of these simplifications is attributable to the forward look that the 
Joint Program has given Federal accounting. 

The second objection—lack of a profit motive—may be less easy 
to deal with since it is essentially an intangible and complex factor. 
However, in my experience in Government service there were few 
accountants who did not want to do a good job in their assigned 
positions and even fewer who were not receptive to improvement 
in methods that would aid them in their work. At any event, in 
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the area of accounting systems and procedures, professional pride 
ought to be a sufficient incentive to ensure the accountant’s best 
efforts. As for the executive, the strictures of the budget and the 
challenge of accomplishing the aims of the agency ought to be a 
sufficient spur to obtain the most for the least—an objective com- 
parable to that of the profit motive. 


AREAS OF APPLICATION 


The areas in which industrial accounting techniques have some- 
thing to offer the federal government are almost unlimited. It 
would be impertinent to suggest in this discussion any specific 
procedure or technique for application to any particular agency— 
that would require far more detailed knowledge and analysis of 
an agency and its problems. What can be done is to suggest con- 
sideration of certain things to be evaluated in the light of the read- 
er’s knowledge of his own situation. 

A number of very simple and widely used ideas have found use in 
government, but they could be used much more extensively. The 
first and simplest of these is perhaps the imprest fund for dealing 
with minor expenditures, particularly at a local level but also for 
certain types of expenditures at any level. These have proved so 
satisfactory in business that their significance is often overlooked 
or taken for granted. Under today’s conditions, moreover, the 
prescribed limit on amount of expenditures must be reviewed 
and probably enlarged to take into account the effects of inflation. 

Another device that has proved most useful is the setting of 
arbitrary limits to avoid lengthy and often difficult theoretical 
discussions as to proper classification of small items. For example, 
automatic charges to maintenance and repair for items under a 
given amount, or noncapitalization of minor items of property that 
physically will be useful for a good deal more than the customary 
one-year period. The expensing and not recording in inventory of 
cupboard stocks serves as another example, and there are many 
more that could be listed. 

A second general area is the use of control accounts and tech- 
niques, again so normal a procedure that it is taken for granted. 
Applied in the area of receivables, payables, imprest funds, travel 
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major part in eliminating errors, in facilitating the making of 
reports, and in avoiding unnecessarily detailed records. As a matter 
of fact, the whole subject of machine accounting can be brought 
in at this point since, in addition to its role of speeding up work, it 
automatically permits a variety of control devices and largely elimi- 
nates the necessity of reconciliations and errors that creep in when 
related totals are accumulated separately. These are all elementary 
devices; new uses found for them, however, appear frequently in 
the Joint Program Reports. 


THE USE OF BUSINESS MACHINES 


As business has grown more complex, with the volume of trans- 
actions multiplied and the need for economy increased over the last 
twenty years or so, there has been a vast multiplication in the num- 
ber and variety of machines designed to speed up and control the 
processing of data. So much has been written and said, both by the 
manufacturers and by management service people, about the per- 
formance and capacities of machines—from cash registers to elec- 
tronic data-processing equipment—that there is no need to attempt 
to describe their capabilities here in detail. A few comments, how- 
ever, can be made. First, the usefulness of a machine is largely 
dependent on the requirements of the job, not on what it is capable 
of doing. Hence, like any other part of an accounting system, the 
desirability of using machine methods, or a particular piece of 
equipment, must be evaluated in terms of what needs to be accom- 
plished, what the alternative methods of accomplishing it are, and 
what the costs will be. Related subordinate questions include the 
probable degree of utilization of machine capacity, the degree of 
and need for speed-up of reports, the ability to derive useful col- 
lateral analyses and statistics, the nature and extent of changes in ~ 
accounting procedures that will have to be made to enable the 
machine to function properly, and so on. Unless all these factors 
are carefully evaluated in advance, the machine installation is likely 
to be a disappointment. And it is an accountant, with the advice of 
specialists, who must ordinarily shoulder the responsibility for 
advances, and property ledgers, for example, such devices play a 
choosing one course as compared to another. 
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COST CONTROL 


So far a few means of improving performance in getting work 
done have been catalogued. We may now turn to a much broader 
area, that of cost control. The large business today that does not 
have a well-developed program for forecasting its costs, analyzing 
its operations in relation to its forecasts, and exploring and, where 
necessary, correcting deviations is well behind the times and in 
serious danger. Along with such procedures, careful attention must, 
of course, be paid to the problem of financing operations, i.e., of 
preparing what is sometimes called a ‘cash flow” statement or cash 
forecast. Although the two approaches are interrelated, the former 
is essentially pointed toward planned efficiency in operations, 
whereas the latter is aimed at efficient control of resources and 
provision of necessary funds. 

The effective development of cost control procedures first 
requires agreement upon the level of activity. Then this activity 
must be translated into terms of costs, usually by reference to past 
costs of doing similar work after adjustment for known or expected 
variations, but sometimes by informed estimates when new activi- 
ties are in prospect. Next, the accounting system must be designed 
and integrated with the forecast so that the actual figures can be 
directly compared with the forecast estimates. Although such com- 
parisons must be available in terms of over-all results, it is more 
important that comparisons be available at lower levels so that 
responsibility for deviations may be placed where it belongs—at 
the doorstep of the person who made the particular forecast and 
who has direct control over such costs. The final step is to require 
explanation of variations.and undertake, where appropriate, cor- 
rective action. 

This last step—corrective action—is itself a delicate matter. 
Forecasts are, of course, estimates as to the future and are subject 
to all the infirmities that are involved in predictions. Hence, 
analysis of the deviation must include informed evaluation of the 
effect of unforeseen and unforeseeable changes in conditions, as 
well as consideration of whether the deviation: is due to poor 
administration, poor performance, unauthorized work or other 
inefficiencies. 
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The second part of the cost-control program—cash forecasting— 
bears more than a passing similarity to budget presentations to the 
Congress and some of the resulting requirements of appropriation 
accounting. The principal differences are perhaps that in industrial 
finance the cash forecast generally is derived in large part from the 
agreed-upon operating forecast and that a variety of avenues 
(including profits) are open to the industrial concern for financing 
its future activities. In contrast, substantially all new money for 
federal expenditures must come from Congressional appropri- 
ations. On the other hand, in certain areas, such as major capital 
expenditures, industrial techniques closely approach the appropri- 
ation method. It is quite customary for the board of directors to 
approve a major program for plant expansion on the basis of the 
best possible estimate of its total cost broken down into a rather 
detailed schedule of component costs. Funds are frequently made 
available in installments. Reports are prepared showing the total 
approved by categories or other subdivisions, the amount expended 
to date, the amounts under contract, and the current estimate 
to complete. On the basis of such reports, further funds are made 
available, over and under amounts are considered, and, where 
necessary, changes in the program are approved. Such procedures, 
not being controlled by statutory requirements, may be, of course, 
less formal and more flexible than their counterparts in govern- 
ment, although they must, of course, conform to such disciplines, 
prescribed by management, as are suitable under the circumstances. 

To facilitate preparation of both forecasts and operating state- 
ments, those concerned with industrial accounting have developed 
a variety of devices, many of which should be useful in govern- 
ment. Standard costs or, if you are one of those who recoil at such 
terminology, economic or target costs are a typical example. Care- 
fully engineered estimates of what a particular operation should 
cost are often found to be more valuable and, indeed, more realis- 
tic than so-called actual costs, since the latter merge all sorts of 
special situations and aberrations, and can include a variety of 
factors wholly outside the responsibility of the individual in charge 
of the particular activity. When variance accounting, designed to 
highlight differences due to such factors as volume, price changes, 
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wage-rate changes, and the like is utilized, attention is focused 
directly on differences from expectations, and the data for analysis 
and corrective action are ready at hand. 

The cost information referred to above should wherever pos- 
sible be accompanied or supplemented by quantity measurements 
to enable unit cost determinations. In the case of production 
activities, the problem is usually not difficult. Practice is reasonably 
well developed in some other areas such as utility and transpor- 
tation activities. In purely clerical and service work, development 
of appropriate “units” has lagged. However, progress in work 
measurement is progressing and certainly in a variety of the gov- 
ernment agencies there is fertile ground for new thinking and 
new applications of this technique. 


ACCRUAL ACCOUNTING 


An implicit assumption in all these forecasts and operating state- 
ments is the use of accrual accounting in the determination of 
costs. Industry and accountants generally have long agreed that in 
measuring the cost of work performed and in preparing statements 
in respect thereof, it is essential that incurred costs be computed, in 
principle, on an accrual basis and their expiration or charge-off 
matched with revenues or, if no revenues are to be received, with 
the period in which service or benefit is received from such costs. 
This, however, does not mean that every item must be reflected 
on a strict accrual basis but rather that deviations must be clearly 
justified, as, for example, by lack of materiality, inability to arrive 
at any reasonable or useful estimate of the accrual needed, or other 
similar reasons. As a result, the straightforward cash basis of 
accounting is rarely encountered except in some eleemosynary 
institutions, certain kinds of trusts, and the like. Except in these 
instances, the cash basis is unacceptable unless its use produces 
results that are not materially different from what would have been 
achieved under conventional accrual methods. There is little in 
the operations of most governmental agencies to indicate doubt 
that essentially the same considerations are there present and 
essentially the same principles ought to be applied. It is true that 
in industry these concepts are closely identified with notions as to 
revenues and profits, which, with some exceptions, are not present 
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in government operations. Yet, in government, cost determinations 
can be related to service received or costs consumed with essentially 
the same results. 


THE PROBLEM OF NONUNIFORMITY 


Some mention must be made of the problem of uniformity 
between agencies as contrasted with the development of systems 
and principles best suited to the needs of a particular agency or, 
indeed, of a particular operation of an agency. This dilemma is 
not peculiar to government. It exists in industry wherever a variety 
of activities exists and, indeed, even where activities are similar 
but ideas differ as to how best to account for them. The variety 
in practice of accounting systems and forms of report is even 
greater. The trouble with nonuniformity is that it impedes com- 
parison. The trouble with uniformity is that it may conceal vital 
differences. Practice is often a compromise in an effort to achieve 
the major virtues of each objective. 

In certain areas it is obvious that uniformity in government prac- 
tice must exist, if only because summary totals must be prepared. 
However, we are presently dealing primarily with service to man- 
agement. Certainly then internal reports must be tailor-made to 
fit both the activity and the needs of particular managements. In 
view of the diversity and magnitude of government operations, 
which are practically a cross section of all business, it is naturally 
to be expected that there will be a wide diversity in accounting 
systems and forms of report, reflecting, presumably in each case, 
the special form of activity and the special needs of management. 
On the other hand, uniformity should be insisted upon, first, where 
government-wide data are required; second, where a particular 
principle has been adopted as government policy; and, finally, - 
between like activities carried on within a given agency. 


THE RELIABILITY OF INFORMATION 


The next problem is that of keeping the vast federal accounting 
system in working order and developing reliable information. If 
accounting is to be useful, management must have confidence in 
the data which it turns out. From the point of view of the gov- 
ernment as a whole, and particularly the legislature, the General 
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Accounting Office has historically had the task of independently 
reviewing expenditures to assure propriety and conformity to 
statutory and other requirements. The recent changes in its 
methods of seeking to discharge this responsibility are, of course, 
a part of the Joint Program and would be well worth a full dis- 
cussion in themselves. However, for purpose of this discussion, I 
want only to refer to the emphasis placed by the Comptroller 
General on the agencies’ responsibility for internal control and 
internal audit. In his letter to Heads of Departments and Estab- 
lishments, dated August 15, 1952, he said: 

Internal controls essential to good management—to which accounting 
can so effectively contribute—require a carefully planned organiza- 
tional structure, well-defined operating policies and procedures, clear 
delegations of duties to subordinates, competent personnel, and a 
strong internal audit program. A broadly constituted internal audit 
program provides the administrator and his subordinates not only 
with the auditor’s findings on financial transactions but also with 
objective views of the manner in which policies and procedures, what- 
ever their nature, have been carried out along with recommendations 
for improvements. Prompt action on such reports is, of course, a neces- 
sary step in the functioning of the system of internal control. 


This is an admirable statement of what every accountant urges 
upon his clients. Internal organization and control, as applied 
especially to the accounting system and its production of satisfac- 
torily accurate results, includes such essentials as proper division 
of duties, proper lines of authority, built-in checks and balances 
(including those provided by machine accounting), requirements 
for approval, documentation, and the like. All these devices and 
techniques have one major purpose—to provide an environment 
in which it is reasonable to expect that the accounting system will 
produce data upon which management can act with reasonable 
assurance. Of course, the degree of accuracy required necessarily 
varies between parts of the system. In industry how much accuracy 
is wanted is generally determined by the relation between the use- 
fulness of greater precision, the cost of obtaining it, and the degree 
of risk of possible loss. Even though in government there must be 
added the necessity for complying with statutory requirements, 
the essentials are the same—requiring a careful balancing of these 
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conflicting considerations. A frequent danger is, of course, that 
procedures proper to obtain precision in one area are without 
much thought applied to other areas where such precision is not 
needed or where other less costly procedures would produce better 
over-all results. 

With an appropriately designed and controlled system in opera- 
tion, there still remains the need for a program of inspection and 
review. No matter how satisfactory and tightly controlled a system 
is designed, there is always, in operation, the chance of instructions 
being misunderstood, of personnel being inadequately trained, of 
human failures, and the like—as well as, in some areas, the possi- 
bility of dishonesty. To combat this, it is usually necessary to set 
up a carefully designed system of internal audit whereby all work- 
ings of the accounting system are periodically reviewed by a 
specially selected staff, preferably one which is independent of the 
operating group and which reports at a high level. Whereas such 
a program should cover at regular intervals all parts of the system, 
it is apparent that those areas involving the greatest risk of loss 
must be most frequently and more closely reviewed. 

Such duties are, however, only one part of the duties of the 
internal auditor. In most cases, because of over-all contact with 
the procedures in use, the internal auditor will be in a preferred 
position for recognizing possibilities for improving the system, 
whether by eliminating unnecessary work, strengthening controls 
where needed, or even suggesting wholesale changes in methods. 
Suggestions along these lines conveyed to the controller or other 
authorized personnel for consideration are frequently the most 
useful and most rewarding part of the internal auditor’s assign- 
ment. One danger to the smooth working of such a staff seems to be 
inherent. Because of his general knowledge and familiarity with” 
the system, it often happens that when a special problem arises (not 
necessarily involving accounting), the management is tempted to 
turn the job over to the internal auditor with consequent inter- 
ruption of his regular review program. Every accountant has seen 
instances where the number of special assignments resulted in such 
delays to regular reviews as seriously to impair the value of the 
program. Such diversions must be minimized. 


y 
ts 
d 
)- 
g 
i- 
ir 
a 
it 
y 
h 
t- 
1S 


28 THE FEDERAL ACCOUNTANT 
SCIENTIFIC TOOLS—OPERATIONS RESEARCH 


There is one further area to be mentioned, albeit in very general 
terms. This is the bundle of techniques sometimes called “man- 
agement sciences.” These are not directly accounting techniques 
as such. Rather, they represent a variety of mathematical or sci- 
entific methods by which to seek solutions of management 
problems. Accountants are finding these new techniques extremely 
useful in tackling problems in their immediate area, although the 
techniques have equal application in other management areas. 
These management-science techniques, sometimes referred to as 
operations research methods, include statistical sampling, work 
simplification programs, linear programming, development and 
analysis of mathematical models, and many others. They are tools 
with which the modern accountant should become familiar in 
order to be able to cope most efficiently with some of the complex 
problems involved in analyzing great masses of transactions. 
Applied in collaboration with the accounting staff, there is every 
reason to expect better results because of the greater knowledge 
which the accountant has of the content, significance, and, indeed, 
reliability of the mass data which a business system produces and 
to which these techniques can be applied. 


SUMMARY 


It is my belief that, with top-management interest in the advan- 
tages offered by modern accounting and with a strong controller 
or his equivalent, the contribution accounting can make to man- 
agement knowledge and control, and to the soundness of manage- 
ment decisions, is immense. In the government these benefits can 
be achieved and are being achieved at government-wide, agency, 
and lower levels. It would be nice to say that accounting and 
accountants could, through application of their techniques, so 
lower the government’s need for funds and so improve their 
utilization that budgets could be balanced, taxes slashed, and the 
public debt halved. To make any such assertions would be absurd. 
What accounting can do is to make more understandable how the 
government spends our money and enable the executive heads 
better to control their operations. 
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Duncan M. MacIntyre 


Fringe Benefits in 


Industry and Government 


Fringe benefits have increased in recent years and today include 
income security programs, pensions, life and health insurance, over- 
time and premium pay, pay for time not worked (rest periods, vaca- 
tions, etc.), and miscellaneous other items such as Christmas bonuses 
and suggestion awards. The costs of these benefits are large in terms of 
both out-of-pocket expenditures and hidden costs of such things as a 
reduction in labor mobility. Can the fringe benefits become too expen- 
sive for the economy to carry? 

The federal government has been a leader in giving fringe benefits 
to employees. The fringe benefits given to federal employees are still 
generous by industry standards, but the gap is closing. 

Mr. MacIntyre is an associate professor in the School of Industrial 
and Labor Relations, Cornell University. 


DURING the last decade there has been a mounting public inter- 
est in “fringe benefits.” Although there is no well-accepted” 
definition of the term, “fringe benefits” usually refer to five main 
groups of benefits (or benefit programs) financed in whole or part 
by employer contributions: (1) mandatory governmental income 
security programs (for example, federal Old Age and Survivors’ 
Insurance and state workmen’s compensation programs); (2) pen- 
sions, insurance and other agreed-on employee benefits; (3) pay or 
benefits received for time not worked (rest periods, vacations, pay 
for jury duty, etc.); (4) extra compensation for certain work time 
(overtime and premium pay); and (5) numerous other items, 
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including such diverse special services or benefits as profit-sharing 
plans, suggestion system awards, Christmas bonuses, and the like. 
Most fringe benefits are wage (and salary) supplements or wage 
continuation payments, usually received on some contingent basis, 
i.e., on retirement or on completion of eligibility requirements for 
vacation pay. Often they supplement regular income; in other cases 
they assure continuity of that income. 


THE GROWTH OF FRINGE BENEFITS 


Why have fringe benefits grown so rapidly? The answer involves 
personnel policy, collective bargaining, prosperity, and govern- 
mental action. World War II and postwar prosperity produced 
labor shortages—and fringe benefits may serve both as recruiting 
inducements and labor force stabilizers. The last twenty years have 
seen tremendous improvement in employer personnel policies. 
More careful selection of employees has meant, among other 
things, a decline in separations and withdrawals and increased 
emphasis on long-term retention of labor. Modern personnel phi- 
losophy accepts more responsibility for employee welfare (on the 
job and off the job) and for the welfare of employee dependents, 
in sickness and in health. Much of this change in philosophy has 
been self-induced, but it would be inaccurate to overlook union 
pressure exerted through collective bargaining. Strong union 
efforts have been devoted to greater economic security. This secu- 
rity drive—with the Great Depression of the 1930's not yet out of 
mind—has involved both on-the-job and off-the-job security. At the 
same time unions have pressed constantly for higher money 
incomes, whether for time worked or time not worked. Prosperity, 
too, has contributed, if only because employers have been better 
able to afford expensive “fringes.” Finally, a series of governmental 
actions contributed to the expansion of fringe benefits. The Social 
Security Act of 1935 sharpened interest in retirement security 
programs, while the Wagner Act fostered increased union organi- 
zation and collective bargaining. In 1942 the National War Labor 
Board, under pressure to authorize indirect, noninflationary 
increases, approved “adjustments incident to the improvement of 
working conditions” which did not exceed prevailing industry or 
area practices. In the same year revision of the Internal Revenue 
Code clarified the tax status of pension plans and assured business- 
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men that employer contributions to such plans would be deductible 
expenses for tax purposes. The postwar growth in fringe benefits 
was accelerated by a series of court decisions.’ Nor did the Congress 
show great reluctance in approving such developments when, dur- 
ing the Korean emergency, it enacted the Defense Production Act 
of 1950.2 Thus, a series of governmental actions legalized fringe 
benefits and contributed to their expansion. 

How many working Americans (and their dependents) are cov- 
ered by fringe benefits? How much do such benefits cost? Only 
the crudest estimates can be made. At the end of 1955 approxi- 
mately 20.5 million employees had formal wage-loss protection 
against nonoccupational sickness and disability through group 
insurance plans, union plans, and mutual benefit associations. 
Another 8 million were covered by paid sick-leave plans.* At the 
same time 30.5 million individuals were covered by group life 
insurance policies, and over 38 million had group hospital expense 
insurance.‘ To this latter group must be added 51 million employ- 
ees and dependents covered by Blue Cross and noninsured hospital 
care plans.5 By the end of 1956 more than 37,000 private pension 
and profit-sharing plans were in operation. They covered about 14 
million employees—and this figure probably is conservative. 

It is difficult to secure national figures on other fringe benefits 
such as vacations, overtime payments, free work clothing, edu- 
cational grants, and subsidized cafeteria meals, but studies by 
reputable research agencies indicate they are widespread. During 
1955-1956 the Bureau of Labor Statistics of the United States 
Department of Labor surveyed supplementary wage provisions in 

*For example, the Inland Steel decision upheld the possibility of bargaining with 
pension plans under the Taft-Hartley Act (336 U.S. 960 (1949)). The “portal-to-portal” , 


decision (Mount Clemens Pottery Case) held that certain pay for time not “worked” 
had to be included in regular-rate-of-pay determinations under the Fair Labor 
Standards Act. 

*Public Law 774, c. 932, 81st Cong. The Act specifically defined “wages, salaries 
and other compensation” as involving “all forms of remuneration,” including fringe 
benefits. 

*The Health Insurance Council, The Extent of Voluntary Health Insurance Cov- 
erage in the United States as of December 31, 1955 (New York, 1956), p. 23. About 
48 million of these were governmental employees. 

‘Life Insurance Association of America, Group Insurance and Group Annuity 
Coverage—1955 (New York, 1956). 

*Health Insurance Council, op. cit., p. 13. 
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17 major labor markets.* The Bureau found that about seven out 
of eight plant workers received shift differentials. More than 95 
per cent of both office and plant workers were eligible, after five 
years of service, for paid vacations of two weeks or more, while 
more than 90 per cent received six or more paid holidays per year. 
About one-eighth the office workers were covered by profit-sharing 
plans; while a smaller number (7 per cent) of the plant workers 
were similarly advantaged. 

Under the circumstances it is not surprising that the United 
States Chamber of Commerce estimated total employer fringe 
benefit costs for 1955 at $36 billion (including $7.5 billion from 
federal, state, and local governments).? The Chamber estimated 
about 16 per cent of private-industry wage and salary costs and 21 
per cent of government wage and salary costs represented fringe 
payments. Figures from 124 companies over the period 1947-1955, 
inclusive, showed that fringe payments increased from 15.1 per 
cent of payroll ($447 per employee) i in 1947 to 21.7 per cent of pay- 
roll ($954 per employee) in 1955.8 


THE COSTS OF FRINGE BENEFITS 


The thirty-year expansion in fringe benefits has benefited mil- 
lions of workers and thousands of employers. At the same time 
it has raised problems of substantial public import. A full listing 
and discussion of these is beyond the scope of this article; only 
three will be raised here. What are some of the effects of fringe 
benefits on productivity, on labor mobility, and on capital markets? 

Private-industry fringe benefit programs are costly. In many cases 
they involve payments for time not worked. Few readers will chal- 
lenge the importance of increasing productivity for a healthy 
economy and a rising standard of living. Perhaps payments for time 
not worked simply reflect the increased ability of the economy to 
provide higher real incomes. But we must be watchful lest some 
fringe benefits become expensive feather beds which cost more than 
rising productivity and the economy can carry. 

What effect do fringe benefits have on labor mobility? Eligibility 

*The study involved about 3.75 million workers in 4,000 firms. See “Supplementary 
Wage Provisions in 17 Labor Markets, 1955-56,” Monthly Labor Review, Nov. 1956, 
pp. 1281-1287. Also “Scheduled Workweeks and Shift Differentials in 17 Labor 
Markets,” ibid., pp. 1295-1299. 


"U. S. Chamber of Commerce, Fringe Benefits—1955 (Washington, 1956), p. 33. 
*Ibid., p. 29. 
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for many fringe benefits is conditioned upon length of service; 
the longer the continuity of service, the greater is the benefit. Thus, 
the Bureau of Labor Statistics found that 28 per cent of the office 
workers in 17 labor markets were eligible for four or more weeks 
of vacation after completion of 25 years service.® In the majority of 
cases employees do not have vested rights in a private pension plan; 
a job change means loss of earned rights. The evidence on labor 
mobility is not conclusive, but it seems probable that loss of earned 
eligibility for fringes makes many employees reluctant to change 
jobs.?° 

The full implications of fringe benefit developments for capital 
markets are doubtful, but it is clear that private pension programs 
constitute a force to be reckoned with. Securities and Exchange 
Commission studies indicate that private pension fund assets passed 
the $25 billion mark at the end of 1955.14 About $11 billion were 
with insurance companies, while $14 billion represented assets 
of self-administered funds. One Wall Street leader has characterized 
pension funds as “highly privileged. . .capital....With no taxes 
on their income they [pension funds] can multiply rapidly but they 
are not subject to supervision of any character that I know of.’’!? 
In a few cases pension funds effectively control companies; the Sears 
Roebuck & Co. fund’s investment in its creator’s common stock is 
well known, and there are other less publicized cases.1* Too heavy 
an investment in equities of the parent company or its subsidiaries 
(by minimizing investment diversification and fund security) may 
weaken retirement systems and, ultimately, assure only minimal 
security for retired and retiring employees. 


FRINGE BENEFITS AND GOVERNMENTAL AGENCIES 


If fringe benefit developments pose economic problems, they 
also have policy implications for governmental agencies. As pointed 


*Monthly Labor Review, Nov. 1956, p. 1282. ' 

This is not to say that other, nonfringe factors are not vital. Loss of seniority 
rights and the inertias of middle age are probably more important. 

Securities and Exchange Commission, Statistical Series, Release No. 1426, Dec. 
31, 1956. 

“Testimony of Ferd Eberstadt, in Stock Market Study (Hearings before Senate 
Committee on Banking and Currency, 84th Cong., Ist sess.) p. 746. Insurance com- 
pany investments are regulated and the Internal Revenue Code places some restric- 
tions on pension investments generally. Otherwise Eberstadt’s comments appear 
accurate. j 

“For example, Cleveland Pneumatic Tool Co. 
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_ out earlier, the federal government contributed to the proliferation 
of fringe benefits. The enactment of the Walsh-Healey Public 
Contracts Act (1935) and the Fair Labor Standards Act (1938) 
accelerated adoption of the standard eight-hour day and the forty- 
hour week—and premium pay for hours worked in excess of these 
maximums. The 1942 Internal Revenue Code amendments were 
designed not only to make clear the circumstances under which 
employers might deduct their pension fund contributions in calcu- 
lating gross income and secure tax exemption for pension trust 
income, but also to stimulate the establishment of tax-qualified 
pension plans. But the social and economic developments of the 
last twenty-five years have influenced government just as the federal 
government has helped shape these developments. It is not difficult 
to identify many governmental functions and responsibilities 
which originated and have expanded or will expand in response to, 
or because of, fringe benefit growth. 

Fringe benefits affect the work of federal regulatory agencies, 
especially those with rate-fixing or tariff-making functions. Rail- 
road operating costs have been increased by continued liberali- 
zations in the Railroad Retirement Act and increased carrier taxes 
(now 6.25 per cent of the first $4200 of payroll). The collectively 
bargained health and welfare program of the nonoperating rail- 
road brotherhoods (first adopted in 1955) is now noncontributory 
and has been extended to dependents. Both these developments 
will be reflected in carrier labor costs—and in rates determined by 
the Interstate Commerce Commission. The costs of the new Fed- 
eral-Aid Highway Act will be affected by the Secretary of Labor’s 
prevailing wage determinations under the Davis-Bacon Act.!* Such 
determinations often incorporate prevailing collective bargaining 
practice with respect not only to wages but also to some fringe 
practices. The rapid expansion in private welfare and pension 
plans greatly increased the work load of the Internal Revenue 
Service. In the absence of ceilings or standards, unscrupulous con- 
tractors could finance extravagant fringe benefits largely at federal 
cost. To minimize this risk, the Defense Department several years 
ago promulgated group term insurance standards for contractors 
whose contracts provided reimbursement “for the cost of such 


“40 U.S.C.A. secs. 276a and 115 (Public Law 627, June 29, 1956). 
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insurance” by the government and for contractors operating under 
price-redetermination-type contracts.1® 

Fringe benefit problems also are involved in proposed federal 
legislation. For several years the Building and Construction Trades 
Department of the AFL-CIO has sought “modernization” of the 
Davis-Bacon Act. AFL-CIO would explicitly include fringe bene- 
fits in the concept of prevailing wage and put hours and overtime 
pay also on a “prevailing” basis.1* 


FRINGE BENEFITS AND GOVERNMENT EMPLOYEES 


Fringe benefits have always been one of the strong points of the 
federal personnel system. The civil service retirement system is a 
liberal one, providing full retirement benefits at age 60 (after 30 
years of service) and liberal disability and survivor benefits. Fed- 
eral employees accumulate paid sick leave at the rate of 13 days 
per year, with no ceiling. Federal employees receive eight paid 
holidays. Annual leave accrues according to service; those with less 
than three years service earn 13 days per year, while employees 
of three to 15 years standing accrue 20 days and those with more 
than 15 years service accrue 26 days. In 1954 federal employees 
were given unemployment insurance coverage. A contributory 
group life insurance program," a revised premium pay system, and 
an incentive awards plan were set up in the same year.!® The 
Federal Employees Compensation Act (the federal employee 
equivalent of workmen’s compensation) is a generous one, espe- 
cially by contrast with most state compensation acts. These are 
extremely valuable fringe perquisites. How do they compare with 
those available in private industry? 

It is difficult to make accurate comparisons because private- 
industry practice lacks the monolithic unity of the federal service. ° 
The fringe benefits provided by banks and oil companies are 
superior to those prevalent in, say, the textile or the hotel indus- 
tries. But careful examination, the writer believes, amply supports 
a number of conclusions. 

(1) By most private-industry standards, the fringe benefits avail- 


“Defense Department Group Term Insurance Plan, April 1, 1953, as amended. 
“For example, see S. 1285, 84th Cong., Ist sess. 

"Public Law 598, Aug. 17, 1954. 

“Public Law 763, Sept. 1, 1954. 
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able to federal employees are generous ones. On the other hand, 
some industries (and some firms) appear to have considerably 
outstripped the central government. 

(2) Federal employees often contribute a larger percentage of 
the cost of their benefits than employees in private industry. Fed- 
eral employees contribute $6.50 per year per $1,000 of group life 
insurance, whereas the employer’s contribution is set at $3.25. With 
this cost allocation federal employees, in effect, are paying for their 
own current benefits.’* Most private-industry group life insurance 
programs involve employee contributions but the trend is toward 
larger employer contributions. Where medical care benefits are 
involved, no employer-sponsored plan is generally available to 
federal workers; federal employees pay 100 per cent of the cost 
of their medical care benefits. 

This trend is more pronounced in the pension field. A recent 
analysis of 240 company pension plans (involving approximately 
4 million employees) found that the majority of the employees 
were covered by plans which were noncontributory and were 
financed solely by the employer.”® In discussing employee pension 
contributions, the study stated: “The best measure of employee 
contributions is the ratio of the contribution rate to the future 
service benefit rate. In most contributory plans. . .the employees’ 
rate continues to be between two and three times the future service 
benefit rate.24 The contribution rate for the civil service retirement 
system is now 6.5 per cent. The benefit formula uses percentages 
ranging from “1 per cent plus $25” up to “2 per cent’”.?? By the 
yardstick above the federal employee’s contribution is a heavy one. 

In summary, federal employees have generous retirement bene- 


The following table was compiled from the 1955 and 1956 Annual Reports of 
the U. S. Civil Service Commission ($1,000’s omitted). It shows that, for the first 
two years of operation, employee contributions exceeded death benefits by about 
$35 million. 


Employee Govt. Other Total Cash 
Year contribs. contribs. income receipts claims 
1954-55 $51,008 $25,504 _ $ 76,512 $28,889 
1955-56 66,134 33,067 $3,622 102,822 53,290 
Bankers Trust Company, A Study of Industrial Retirement Plans (New York, 
1956), p. 16. 
™Ibid., p. 17. 


35 U.S.C.A. (Cumulative Supplement), sec. 2259. 
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fits, but they appear to contribute more toward the cost of these 
benefits than do most covered employees in private industry. Their 
contributions, too, are often heavier than they seem because of the 
tax laws. More and more private pension plans are becoming non- 
contributory. Employer contributions to most private pension 
plans do not constitute taxable income to the employee until 
actually received in the form of benefits. Thus, the employee pay- 
ing 6.5 per cent of salary into a retirement system is taxed on his 
contribution, while his neighbor in a noncontributory plan has 
more income to spend and is not taxed on the percentage of income 
which his employer contributed in his behalf.? 

(3) In contrast with private industry, the federal fringe benefit 
package provides no protection against hospital, surgical, and 
medical care costs. While many federal workers have such protec- 
tion, it has been purchased without employer contribution. 

(4) Federal sick-leave, vacation, and holiday policies are liberal. 
Federal annual-leave policies appear to be considerably more gen- 
erous than those in private industry. However, many absences often 
excused in private industry must be charged to leave time. For 
many employees vacation rights were reduced by the Annual and 
Sick Leave Act of 1951. 

(5) Most federal civilian employees covered by the civil service 
retirement system do not have Old Age and Survivors Insurance 
coverage. They constitute, with physicians, the only major seg- 
ments of the labor force still outside the OASI system. 


SUMMARY 


The fringe benefits for federal employees present a paradox. In 
some respects they are unusually liberal; in other respects they 
do not compare favorably with private-industry practices. There is 
much less disparity, too, between private industry and govern- 
ment than is generally believed. The gap is narrowing year by 
year, particularly as many private-industry benefits take on the 
character of legally guaranteed rights rather than fringe benefits 
peripheral to, and at best supplemental to, wages and salaries. 


“In fairness, however, these comments should not be read as severe criticism of 
the federal system. Few private pension (as distinct from profit-sharing) plans theo- 
retically permit an 80 per cent retirement annuity. 
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Seymour Smidt 


Evaluating Measures 


of Investment Worth 


All organizations, public and private, must choose among different 
investments those which are most worthwhile. To maximize the objec- 
tives of the organization it is necessary that choice of the investments 
be accomplished by using a sound procedure. The widely used measures 
will frequently give different rankings to the same set of investment 
proposals. The question then must be answered which of the various 
measures of the economic worth of an investment proposal best reflect 
the potential benefits of the proposal. 

Mr. Smidt is an assistant professor of managerial economics in the 
Graduate School of Business and Public Administration, Cornell 
University. 


ANY organization, whether it be a profit-seeking corporation, a 
nonprofit institution such as a university, or a unit of government, 
is continually faced with the problem of deciding whether the 
expenditures of resources—time or money—are worthwhile in 
terms of the benefits to be expected. If the expected benefits are 
likely to accrue reasonably promptly after the expenditure is made, 
and if both the expenditure and the benefits can be measured in 
dollars, the solution to such problems is conceptually simple. In 
the present paper we shall use the term investment to refer to 
expenditures of resources made in the hope of realizing benefits 


wh 
of 1 

of 
Ho 
gai 
tur 
] 
me 
dol 
me 
inv 
lea 
wh: 
sec 
pre 
eva 
] 
int 
to 
thi: 
org 
anc 
we 
be. 
pre 
of ; 
ma 
the 
are 
me 
the 
tisi 
] 


EVALUATING INVESTMENTS 39 


which are expected to occur over a reasonably long future period 
of time. 

If a business can realize an immediate return of $110 as a result 
of an expenditure of $100, the expenditure is clearly advantageous. 
However, if an investment of $100 today will result in a net cash 
gain of $11 per year for 10 years, it is not certain that the expendi- 
ture is more desirable than other alternative uses of the funds. 

In the first section of this paper we limit our discussion to invest- 
ments for which the expenditures and benefits can be measured in 
dollar amounts. In the second section we consider some of the 
methods that have been suggested for measuring the value of 
investments. A variety of methods are in common use, but each may 
lead to different results. The contradictory results lead one to ask 
what constitutes a good measure of investment worth. In the third 
section of the paper two approaches to answering this question are 
presented. The advantages and limitations of each approach are 
evaluated. The relationship between investment and the distribu- 
tion of benefits through time is discussed in the fourth section. The 
paper closes with some suggestions for further needed research. 


INVESTMENTS AS CASH FLOWS 


In order to simplify our problem, we assume that during each 
interval of time (say, a year) the expenditures and benefits relating 
to an investment can be measured in terms of dollars. In making 
this assumption we exclude many investments. Even in business 
organizations, which have carried the attempt to measure all costs 
and benefits in dollar terms farther than most other organizations, 
we find that the cost and/or benefits of many investments cannot 
be completely described in terms of dollars. Consider an advertising 
program designed to build up the prestige associated with the name ~ 
of a corporation. This is an investment, since the expenditures are 
made in the hope of realizing benefits that will continue long after 
the advertising expenditures have been made. The expenditures 
are largely but not wholly covered by the advertising agency and 
media expenditures. But it is impossible to estimate in dollar terms 
the exact value of the benefits that might accrue from the adver- 
tising program. 

In nonprofit organizations, whether private or public, invest- 
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ments the costs and benefits of which cannot be measured reason- 
ably well in dollar terms are even more frequent than in business. 
Nevertheless, investment proposals for which both the costs and 
benefits can be measured in dollar terms do arise in all these organi- 
zations, and the quantity of resources involved in such investments 
is considerable. In designing a building, for example, the architect 
or engineer is frequently faced with alternative means of accom- 
plishing the same objective. The designs of the heating and lighting 
systems are but two examples. Frequently one alternative will have 
a high initial cost but lower maintenance or operating expenses, 
whereas another alternative will have lower initial costs but higher 
operating or maintenance expenses. A choice between the two 
alternatives is in essence an investment decision. 

Thus although not all the investment decisions in any organi- 
zation can be described in terms of the dollar value of the expendi- 
tures or benefits, important decisions that can be described in these 
terms seem to occur in all organizations in a modern society. As 
our ability to foresee the consequences of our decisions increases, 
the number of investments that can be described reasonably well 
in these terms will probably also increase. 

Frequently an investment proposal will involve both benefits 
and expenditures during one or more time periods. When this 
occurs, it will be convenient to combine for each period of time 
the dollar estimates of the benefits and expenditures. If, during a 
period of time, the benefits exceed the expenditures, we may speak 
of the net benefit or cash proceeds; if the expenditures exceed the 
benefits, we will refer to the net expenditures or cash outlay. Adopt- 
ing the convention of referring to cash proceeds or outlays by 
positive or negative dollar amounts respectively, we can describe 
the essential facts about an investment proposal in terms of the 
positive or negative dollar amounts associated with it during each 
future time period. We shall refer to the entire series of net pro- 
ceeds or net outlays associated with an investment as the cash flow 
of the investment. 

If some of the proceeds are subject to taxation, we shall assume 
that the proceeds are measured after taxes. Since a business corpora- 
tion is subject to taxes on its income and this income in turn 
depends on the amount of depreciation charges that can be used 


too 
pro 
dep 
Ser 
atel 
in s 
zatir 
fore 
upo 

It 
proc 
in c 
cash 
reve 

Vv 
mor 
proc 
is 
“nes 
ceed 
outl 
The 

T 
of tl 
valu 
of ti 
inve 
men 
ceed 
can | 
amo 
men 
duce 
payt 
strea 


EVALUATING INVESTMENTS 41 


to offset revenues in computing taxable income, the amount of cash 
proceeds resulting from an investment in any future year will 
depend upon the regulations established by the Internal Revenue 
Service as to what kinds of expenditures can be charged immedi- 
ately to expense and what kind must be capitalized and written off 
in subsequent years by charging depreciation. Nonprofit organi- 
zations and governments are not subject to income taxes, and there- 
fore the proceeds they receive from an investment do not depend 
upon the depreciation-accounting systems used. 

It should be stressed that the definition of net benefits or cash 
proceeds used above is not identical with the income concept used 
in corporate accounting. The major difference is that in estimating 
cash proceeds, depreciation charges are not subtracted from gross 
revenues. 

What we ordinarily think of as investments usually have one or 
more periods of outlays followed by one or more periods of cash 
proceeds. One of the advantages of the present approach is that it 
is possible, if we wish, to think of borrowing money as a kind of 
“negative investment” in which one or more periods of cash pro- 


ceeds are followed by one or more periods in which there are cash 
outlays. 


COMMON MEASURES OF THE VALUE 
OF AN INVESTMENT 


The Payback Period 


The payback period is one of the simplest, and apparently one 
of the most frequently used, methods of measuring the economic 
value of an investment. The payback period is defined as the length 
of time required for the stream of cash proceeds produced by an 
investment to equal the original cash outlay required by the invest- 
ment. If an investment is expected to produce a stream of cash pro- 
ceeds that is constant from year to year, then the payback period 
can be determined by dividing the total original cash outlay by the 
amount of the annual cash proceeds expected. Thus if an invest- 
ment required an original outlay of $300 and was expected to pro- 
duce a stream of cash proceeds of $100 a year for five years, the 
payback period would be 300 divided by 100 or three years. If the 
stream of expected proceeds is not constant from year to year, then 
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the payback period must be determined by adding up the proceeds 
expected in successive years until the total is equal to the original 
outlay. 

Ordinarily the administrator would set some maximum payback 
period and reject all investment proposals for which the payback 
period is greater than this maximum. Investigators have reported 
maximum payback periods of 2, 3, 4, or 5 years as frequently used 
by industrial concerns. The relatively short periods mentioned sug- 
gest that different maximum payback periods are required on 
different kinds of investments, since construction, for example, 
could seldom be expected to have a payback period as short as 
5 years. 

One obvious deficiency of the payback period as a measure of the 
worth of an investment is that it makes no allowance for possible 
cash proceeds that may result after the end of the payback period. 
Thus an investment requiring an original outlay of $300 and 
returning cash proceeds of $100 a year for 5 years would have the 
same payback period as an investment with the same original cost 
returning $100 a year for 10 years. Advocates of the payback 
measure frequently argue that estimates of the proceeds from 
an investment beyond some very short period in the immediate 
future are so uncertain as to be virtually meaningless. 


Proceeds per Dollar of Outlay 


Proceeds per dollar of outlay is another easily understood meas- 
ure of the worth of an investment. The U.S. Treasury advertises 
savings bonds as returning $4 for every $3 invested. The length of 
time required to achieve the total proceeds may or may not be 
mentioned in connection with this measure. Even when the time 
period is used in connection with this measure, there may be no 
attempt to date the return within the total period. Thus an invest- 
ment that produced $1000 payable in 10 years would have the same 
value by this measure as an investment that produced $100 a year 
for 10 years. 


Average Annual Proceeds per Dollar of Outlay 


This measure is closely related to the previous one. Instead, 
however, of taking the ratio of the total cash proceeds over the 
initial outlay, the total proceeds are first divided by the number 
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of years during which they are received, and this figure, the average 
proceeds per year, is then divided by the original outlay required 
by the investment. 

This method, unlike the previous one, makes some systematic 
attempt to account for the length of time an investment takes to 
generate its benefits. If two investments require the same initial 
outlay and produce the same total proceeds, but one is longer-lived 
than the second, the longer-lived investment will have a lower 
value by this measure than the short-lived investment. As in the 
previous measure, there is no attempt to assign a different value 
to proceeds received in the near future as against those received 
in the more distant future. 


Average Income on the Book Value of the Investment 


This method was probably used originally by financial analysts 
attempting to measure the efficiency of firms and was later adopted 
by firms as a method for choosing investment alternatives. In 
attempting to get a measure of the efficiency of a firm, an analyst 
frequently used the ratio of the firm’s income to the book value of 
its assets. Some companies also seem to use this measure as a means 
of choosing among various proposed internal investments. When 
this measure is used, the average income is usually computed after 
depreciation. Since the denominator in the ratio is the book value 
of the investment, the value of both the numerator and the denomi- 
nator will depend upon the depreciation method used. The value 
of the measure is computed for each year during the life of the 
investment, and the values for the various years are then averaged. 


Present Value 


Advocates of this method stress the fact that the proceeds 
expected to result from an investment one year in the future do not ~ 
have the same value as the same proceeds expected to result two 
years in the future. The payback period and the present value 
method both take into account the timing of the expected cash 
proceeds from the investment. In the case of the payback period, 
however, all the proceeds received during the payback period 
are treated with equal weight, and all the proceeds received after 
the payback period are ignored completely. In the present value 
method a less extreme approach is taken. All the proceeds received 
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from an investment are given some weight, but the weight will 
vary according to the time at which the proceeds are received. The 
present value method starts by assuming some rate of interest and 
converts all the expected cash proceeds of an investment into 
equivalent dollars at that rate of interest. We shall discuss later 
how the rate of interest is chosen. 

For the present let us assume we are given a 3 per cent rate of 
interest and examine how the present value method converts future 
expected proceeds into equivalent present dollars at that rate of 
interest. At a 3 per cent rate of interest, compounded annually, 
$100 would grow to be $103 at the end of one year and $106.09 at 
the end of two years. Suppose an investment promises to return a 
total of $103 by the end of the first year. In general, to find the 
present value of an amount expected in some future year, we first 
find out how large a quantity one dollar would grow to be if it 
were invested at 3 per cent until that future year. Then we divide 
the amount actually expected in that future year by this sum to 
determine the equivalent in present dollars of the expected future 
cash proceeds. By repeated applications of this method we can 
convert any future sum into an equivalent in present dollars. Since 
tables are available that give the appropriate conversion rates for 
various rates of interest, the calculations involved are relatively 
simple in practice. 

There remains the question of deciding what rate of interest 
should be used in calculating the present value. Three main 
answers have been given to this question. One group advocates 
that the rate of interest should be the “lending rate” or the rate 
that could be earned by the firm if instead of making the invest- 
ment within the firm it lent the money on the open market. A 
second suggestion has been that the rate of interest should be a 
rate equivalent to the firm’s own cost of capital, which might be 
called the “borrowing rate.” A third approach attempts to take 
account of the risk involved in making the investment within the 
firm by suggesting that the rate of interest should be the rate that 
might be earned outside the firm by investments of comparable 
risk. If this approach is followed, relatively risky investments would 
be evaluated at higher rates of interest than relatively safe 
investments. 


Th 
7 
me 
cep 
eva 
pre 
inte 
exp 
out 
fou 
cee 
eac. 
for 
val 
exc 
hig 
tria 
det 
7 
the 
bor 
onl 
cur 
tha 
wil 
No 
I 
acc 
que 
set 
by 
I 
Cate 
Sin 
age 
tha 
dec 


EVALUATING INVESTMENTS 45 
The Yield of an Investment Method 


This method, which is sometimes referred to as the “investor’s 
method” or the “rate of return” method, utilizes present value con- 
cepts, but seeks to avoid the arbitrary choice of a rate of interest in 
evaluating an investment proposal. Instead of starting with a 
predetermined rate of interest, the method seeks to find a rate of 
interest that will make the present value of the cash proceeds 
expected from an investment equal to the present value of the cash 
outlays required by the investment. Such a rate of interest can be 
found by trial and error. For example, if we know the cash pro- 
ceeds expected and the cash outlays required by an investment in 
each future year, we can start with any rate of interest and find 
for that rate the present value of the cash proceeds and the present 
value of the cash outlays. If the present value of the cash proceeds 
exceeds the present value of the outlays, then ordinarily some 
higher rate of interest would make them equal. By a process of 
trial and error, the approximately correct rate of interest can be 
determined, and this is referred to as the yield of the investment. 

The method is commonly used in security markets in evaluating 
the yields of bonds and other debt instruments. The yield on a 
bond having a coupon rate of 5 per cent will be equal to 5 per cent 
only if the current price of the bond happens to be 100. If the 
current price is greater than 100, the yield will be something less 
than the coupon rate; if the current price is less than 100, the yield 
will be greater than the coupon rate. 


Nonequivalence of Different Measures 


If we take a series of investment proposals and evaluate them 
according to each of the measures described above, we will fre- 
quently find that each measure gives a different ranking to the same - 
set of investment proposals. The rankings will be identical only 
by accident. 

In current business practice each of these methods has its advo- 
cates and frequently more than one are used in combination. 
Since investment proposals are hardly ever accepted by top man- 
agement solely on the basis of such measures, it may be argued 
that the choice of method is of little significance. The investment 
decision is likely to be influenced by many different factors. Insofar 
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as the executives making the final decision are intimately familiar 
with the proposals and aware of the risks involved, the possible 
technical or operating problems that may be encountered, and the 
potential erosion of earnings resulting from competitive action or 
changing technology, this criticism may well be correct. However, 
in very large organizations it is impossible for the top management 
officials, who must finally approve or disapprove investment pro- 
posals, to be intimately familiar with the details of each and every 
proposal presented to them. To the extent this intimate knowledge 
is impossible or impractical, these executives must rely upon evalu- 
ation of the recommendations of their subordinates. In order to 
make reasonable choices in weighing alternative investments, it is 
increasingly necessary that various proposals be evaluated as nearly 
as possible on some uniform basis. In such circumstances, although 
measures of the economic worth of an investment should never be 
the sole factor considered in making a final decision, they may 
play an increasingly important part in the majority of the invest- 
ments under consideration by the firm. Accordingly, the fact that 
the various measures in common use today give drastically different 
rankings to identical sets of investment proposals is a matter of 
concern. Substantial improvements in efficiency and income might 
result if a more adequate measure could be discovered and widely 
adopted. Any such progress, requires first a more general agreement 
about the characteristics desirable in a good index of the economic 
worth of an investment. We therefore turn to consider the various 
criteria that might be used in evaluating the adequacy of a measure 
of the economic worth of an investment proposal. 


CRITERIA FOR EVALUATING MEASURES 
OF INVESTMENT WORTH 


One important reason for the wide disagreement about which 
measures of the economic worth of an investment should be used 
is that there is no general agreement about what constitutes a good 
measure. Various criteria have been proposed, but little has been 
done to reconcile the criteria or to develop a list that would be 
widely acceptable. Indeed, the entire question of what criteria 
should be used in determining the value of the proposed measures 
has been given very little explicit attention. Those criteria that 
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have been proposed can be divided into two broad groups. In the 
first group are those that attempt to get at the question of whether 
the measure of investment worth properly reflects the potential 
benefits of the investment proposal. In a second group are all 
other desirable attributes of a measure. Usually these refer in one 
way or another to the administrative feasibility of using the pro- 
posed measure. We shall limit our considerations to the first group. 

Two approaches seem to have been used to determine whether 
various measures of the economic worth of investment proposals 
adequately reflect the potential benefits of these proposals. We can 
call these the experimental approach and the deductive approach. 


The Experimental Approach 


The experimental approach might be described as follows: The 
investigator takes two hypothetical investment proposals that are 
identical in all respects except one. The proposals differ in such a 
way that it is intuitively obvious which of the two is more advan- 
tageous. The various measures of economic worth are then applied 
to each proposal to see which ones correctly rank the two proposals. 
This method has been used by the Research Committee of the 
Philadelphia Chapter of the National Society for Business Budget- 
ing. The results of this set of experimental tests were reported by 
Horace G. Hill, Jr. at the 1953 convention of the society in an 
address entitled “Method of Computing Rate of Return on Capital 
Expenditures.” As an example of the type of hypothetical proposals 
being compared, the committee chose two proposals that were 
identical in the following respects: Each required an initial outlay 
of $40,000; each would operate for a ten-year period and produce 
identical cash proceeds before taxes during each year of its opera- 
tion, a total of $100,000 over the ten-year period. The two invest- 
ment proposals would differ in that for one the entire $40,000 
initial outlay would be charged to plant and equipment, and it 
would therefore be depreciated over a ten-year period. For the 
other, only half of the initial $40,000 expense would be charged to 
plant and equipment while the other half would be charged 
immediately to operating expense. Clearly if no change in corpo- 
rate income tax rates were expected during the life of the invest- 
ment, and if the corporation making the investment expected to 
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have profits during each of the ten years, the investment for which 
a part of the initial outlay could be charged to expense would be 
more advantageous. The committee set up a number of examples 
such as these and applied various measures of investment worth to 
each pair. On the basis of these experiments the committee made 
certain recommendations. 

A variation of the experimental approach is to set up a list of 
characteristics of investment proposals that influence their desir- 
ability in known ways. The various measures of economic worth 
are then examined to determine whether they take the known 
factor into consideration, and if so whether the characteristic 
influences the measure of its worth in the proper direction. For 
example, Bates and Weaver point out that “at the end of its useful 
life, a project usually has some cash value in the form of working 
capital, land, equipment salvage value, etc.” Other things being 
equal, the greater this terminal value, the more advantageous the 
investment. Applying this standard to the payback period measure 
we may note that it takes no account whatever of the terminal 
value of an investment. 


The Deductive Approach 


In the deductive approach the investigator makes an explicit 
assumption about what he takes to be the goals of organization 
and then applies some type of deductive logical analysis. Fre- 
quently, but not always, this involves the use of mathematical 
techniques. In some instances the conclusions are in the form of 
conditions that a goal-maximizing measure of investment worth 
must satisfy. In other instances the logical deductive process may 
lead to a measure of investment worth that will maximize the 
organizational objectives if the assumptions made in the analysis 
are satisfied. In the case of business organizations the assumption 
about the goal of the organization is usually some form of profit 
maximization; but other assumptions about goals can and have 
been used. The author knows of no instances in which this 
approach has been applied to the goals of state or local govern- 
mental units or to nonprofit organizations, although there ‘does not 
seem to be any reason why it cannot be applied in those fields. 


1Alan G. Bates and James B. Weaver, “Your Next Capital Venture: Methods to 
Help You Select It Wisely,” Chemical Week, June 15, 1957, p. 126. 
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The specific results of this type of approach will depend upon 
the manner in which the goals of the organization are defined, the 
types of investment proposals considered to be available to the 
organization, and the assumed conditions under which additional 
resources are available to the organization from loans, increased tax 
receipts, sale of existing assets, and so on. Those who have applied 
this method to business organizations have generally recommended 
the use of either the investor’s method or the present value method 
as the measure of investment worth. 


Comparing the Two Criteria 


The experimental method has typically been used by business 
practitioners who have been interested in these problems, while 
the deductive approach has usually been favored by academic inves- 
tigators. The chief advantages of the experimental approach are 
flexibility and familiarity. It is flexibile in that it is easy to add 
tests as additional characteristics of investment proposals are recog- 
nized. The popularity of the method results both from the analogy 
to the experimental method in the natural sciences and from the 
feeling that the method is pragmatic—it measures proposals by 
whether or not they “really” work. Because the method is familiar 
and easily explained, it is extremely useful in pointing out to 
executives the limitations or deficiencies of certain measures of 
investment worth. 

The limitations of the experimental approach to the choice of 
measures of investment worth are the limitations of the experi- 
mental method in general. In the natural sciences it is generally 
recognized that an experiment can lead more easily to a negative 
conclusion than to a positive conclusion. That is, it is possible to 
demonstrate conclusively by experiment that a hypothesis is wrong. 
It is rarely possible to conclude from an experiment that a hypothe- 
sis is correct. Similarly in the case of measures of investment worth, 
it is possible by use of the experimental method to show that certain 
proposed measures of investment worth will lead to incorrect 
results under certain conditions. It is always possible that an 
incorrect measure will pass all the experimental tests to which 
it is subject and yet be a fallacious measure because the investigator 
has not had the insight, imagination, or luck to devise the experi- 
ment that would demonstrate the measure’s failing. Furthermore, 
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although an experiment may demonstrate the limitation of the 
proposed measure, it seldom assists in suggesting how to devise an 
improved measure. 

Perhaps the chief advantage of the deductive approach is that it 
forces the investigator to attempt to state explicitly and precisely 
the goals of the organization, the conditions under which resources 
are obtained by the organization, and the nature of the investment 
opportunities available to the organization. If he is successful in 
his attempt, he may develop a measure of investment worth that 
would not otherwise have been discovered, or he may be able to 
state in a positive manner the conditions under which certain 
measures will give correct results and the conditions under which 
they will give incorrect results. 

As anyone who has ever attempted the task will recognize, it is 
difficult to develop an explicit statement of the goals of an organi- 
zation. The task becomes even harder if, as in the present instance, 
the purpose of the statement of goals is not to provide a symbol 
around which sentiment and loyalty can develop, but rather a test 
of the extent to which activities and programs are appropriate for 
the organization. In the case of business organizations one of the 
difficulties with the measures of investment worth that have been 
proposed is that they concentrate too much on the profit-maximiza- 
tion goal and give inadequate attention to equally important con- 
ditions, such as the risks associated with the investments under- 
taken and the future structure of assets and liabilities that will be 
determined in part by the investment decisions currently being 
made. It is recognized of course that a complete statement of the 
organizational goals of a business enterprise would have to embrace 
a much wider range of considerations, including among others 
such things as the prestige, security, freedom, and power of the 
management group. But the analysis of any goal-directed activity 
always leads to a hierarchy of goals in which the goals of one 
activity become the means to achieve further goals. Insofar as the 
attainment of a reasonable profit position, without unnecessary 
risks or an unduly awkward financial structure, is a means towards 
the attainment of the other goals mentioned, the assumption that 
the pecuniary objectives are the proximate goals of the organiza- 
tion is not likely to lead to great difficulties. 
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INVESTMENT AND CONSUMPTION 


The investment decisions an organization makes determine the 
distribution of benefits through time. The opposite of investment, 
broadly interpreted, is consumption, also broadly interpreted. By 
choosing now to invest rather than to consume, the organization 
is in effect choosing a lower level of current consumption in favor 
of a higher level of future consumption. In practice the investment 
problem is frequently split into two parts: First, how much of the 
currently available resources should be devoted to providing for 
future consumption rather than current consumption? Second, 
how should the resources devoted to providing future consumption 
be distributed among various possible investments—which may 
mean, what form shall future consumption take? In principle the 
two questions are different sides of the same coin and as intimately 
related. 

The business corporation can provide a high level of current 
consumption to its owners by distributing all its income in the 
form of dividends. Presumably in deciding to retain a portion of 
the income of the business, the board of directors considers how 
income retention will affect future dividends. A city government 
may consider acquiring new garbage disposal equipment. The 
advantage may be described as “lower costs” of providing this 
necessary service. On closer inspection “lower costs” may mean 
higher current outlays as the equipment is acquired but lower 
outlays in the future as it is used. This is an investment decision. 
So also is the choice of financing the new equipment by higher 
current tax rates or bond issues, which would make the total outlay 
required for the equipment greater (because of interest payments) 
but would spread it out over a longer period of years. In both these 
decisions the essential issue is how much of a change in current 
consumption is justified in order to increase future consumption. 

To speak of an organization consuming is metaphorical, of 
course. The legal fiction that treats the corporation as a person or 
the theoretical abstraction that refers to the State as an organic 
body offends our sensibilities if the analogy is carried to the point 
where we speak of consumption in connection with these institu- 
tions. On ethical grounds we must insist that literally only human 
beings can consume. The organization is responsive to one or more 
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publics, who allow it to make investment decisions for them. Inso- 
far as rational influences prevail, the limits to investment are found 
in the process of comparing costs and benefits. Ultimately the cost 
of an investment must be related to the relatively or absolutely 
lower current levels of consumption on the part of a public or 
group of publics who supply resources to the organization. The 
problem of determining the cost of an investment is related to 
but distinct from the problem of developing a measure of the 
economic worth of an investment. The purpose of a measure of 
economic worth is not to determine cost. This determination must 
be made elsewhere, although the results of the determination are 
used when the measure of economic worth is applied to specific 
investment proposals. ‘The purpose of a measure of economic worth 
is to provide an administrative tool enabling the results of the cost- 
determination decision systematically to control and co-ordinate 
detailed investment planning. 


SUGGESTIONS FOR FURTHER RESEARCH 


It seems appropriate to close this paper with suggestions for 
further research. For this purpose it will be helpful to consider 


separately profit-seeking organizations and nonprofit organizations. - 


Most of the work that has been done so far in developing meas- 
ures of the economic worth of an investment has been specifically 
concerned with business organizations. In much of this work the 
assumed goal of the business has been some version of the profit- 
maximization assumption. But business organizations typically 
have economic goals with respect to balance sheet composition. To 
some extent these balance sheet goals conflict with or limit the 
attainment of maximum profits. Yet the measures of economic 
worth so far developed have not systematically taken account of the 
balance sheet desires under which businesses typically operate. In 
a recent paper, Jack Hirshleifer has pointed out that the present 
value measure of investment worth has implications for the amount 
of lending or borrowing that a firm should undertake.? Recogni- 
tion of these implications leads to a solution of the problem of what 
rate of interest to use in computing the present value measure. 


2An Isoquant Approach to Investment Decision Problems (P-1158; Santa Monica, 
Calif.: The RAND Corporation, Aug. 1957). 
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It is not clear however whether the balance sheet that would result 
if the present value approach were followed would be consistent 
with maximum attainment of the firm’s objectives. Further 
research in this area, attempting to integrate the profit-seeking 
goals of the firm and the balance sheet limitations under which it 
operates would seem to be highly desirable. 

A second problem, closely related to the first, is the appropriate 
definition of the “cost” of equity capital to the business firm. Some 
of the measures of investment worth listed earlier require that the 
measure of the value of a proposed investment be compared with 
the firm’s cost of capital in deciding whether or not to accept the 
investment. There are generally accepted notions of cost of capital 
with respect to most forms of debt capital, such as bank loans, long- 
term bonds, current liabilities, and the like. There is even some 
willingness to extend these definitions to apply to preferred stock. 
But on the crucial question of the cost of equity capital, there is a 
wide range of disagreement. It is agreed that the cost of capital 
must be a ratio. Should the numerator of the ratio be current 
earnings, expected future earnings, current dividends, or expected 
future dividends? Should the denominator be the market price 


per share or the book value per share of stock? How does the ratio 


of debt to equity capital affect the cost of equity capital? Further 
knowledge about this topic requires more empirical research. 

In our discussion of measures of investment worth, we have paid 
little explicit attention to the risks associated with investments. In 
fact, estimates of the cash flows expected from an investment are 
subject to a variety of uncertainties. Considering the importance 
of the risk element in influencing the choice of an investment, 
little has been done to develop analytical techniques that will allow 
the measure of economic worth of an investment to incorporate ° 
an estimate of the risks associated with the investment. In the 
final analysis, the risk estimate will probably always be based on 
the estimator’s judgment and experience. The problem is not to 
eliminate common sense but to find methods that will most effec- 
tively allow it to influence the investment decision. It may be 
worth noting in this connection that risk is not an additive concept. 
The combination of two highly risky investments may be less risky 
than either of the two by itself. The risk components of prospective 
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investments should be compared with those of the activities in 
which the firm is already engaged. 

A fourth problem that concerns some business organizations 
deserves brief mention. The best of the measures of investment 
worth listed earlier seem to be most applicable to situations in 


which the firm can, if it wishes, acquire additional capital for 


expansion. But there are firms for whom additional capital is 
available, if at all, in strictly limited amounts, whether for reasons 
of policy or of necessity. A different kind of measure of investment 
worth is needed in this situation. Additional research is needed to 
develop appropriate and workable measures for such situations and 
to determine how frequently such situations occur and therefore 
how important the problem is from a practical point of view. 

Very little work seems to have been done in developing measures 
of investment worth for use in private or public nonprofit organi- 
zations. The assumption underlying this paper has been that there 
is a basic similarity in the investment decisions confronted by profit 
and by nonprofit organizations. If this assumption is justified, then 
much of the work that has been done in the business field should 
be applicable to nonprofit organizations. Before these applications 
can be made, however, we must know how to answer the following 
question as it applies to nonprofit organizations: How much should 
the organization be willing to pay today in order to save a dollar 
of expenses next year without changing the character of the services 
it provides? An attempt to answer this question should be the 
starting point for those who wish to apply measures of economic 
worth to investments made by nonprofit organizations. 
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Technical Accounting 


Developments 


CHANGES IN RAILROAD ACCOUNTING RULES 


DURING the past year much interest has been displayed in the 
accounting rules for railroads prescribed by the Interstate Com- 
merce Commission. The Commission has been conducting a 
complete study and review of its accounting rules in order that 
prescribed procedures will be in line with the best present-day 
practices. Considerable impetus has been given to this work 
through the efforts of a special committee of the American Institute 
of Certified Public Accountants, which was appointed under a 
co-operative arrangement with the Commission. A report of that 
committee last year proposed certain modifications in the then- 
existing railroad accounting rules. Most of the modifications were 
placed in effect by the Commission effective on January 1, 1958. 
Major changes in the railroad rules which were adopted were: 

(1) Require that all gains and losses recognized during the year 
are to be included in net income, except special and extraordinary 
items, material in amount, which are not identifiable with usual 
or typical business operations and would impair the significance 
of net income for the year and be misleading unless such items are 
excluded. 

(2) Require that there be excluded from net income the fed- 
eral income tax consequence of special and extraordinary gains 
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and losses in situations where such gains or losses are excluded from 
net income in financial statements. 

(3) Provide a separate balance sheet account to show the impor- 
tant item of liability for federal income taxes, apart from other 
taxes. 

(4) Provide a separate balance sheet account for equipment trust 
notes and installments on debt obligations, regularly employed by 
railroads for financing acquisition of equipment and facilities, 
which are to be paid within one year. 

(5) Provide that estimated amounts payable within one year 
covering liability on claims for injuries to persons, loss and damage 
to shipments in transit, and other casualty losses shall be classified 
in the balance sheet under current liabilities. 

(6) Provide that cash balance shown in financial statements shall 
reflect reductions because of bank checks and drafts, issued by the 
fiscal officers and agents of the company in payment of obligations 
and released to payees but not yet paid by banks. 

Last year the Commission prescribed a revised form of balance 
sheet for railroads conforming with present-day conventional form 
used in most other industries of showing current assets and current 
liabilities at the top on each side of the form and also containing 
other changes. This is a major departure from the traditional style 
of balance sheet used by railroads and some other utilities, wherein 
the investments in plant and the capitalization are shown at the top 
of financial reports in order to emphasize the extent and impor- 
tance of those items. 

Railroads long have been recognized as being specialized indus- 
tries with attendant accounting problems peculiar to such 
regulated service organizations. Nevertheless, recent developments 
in the work of the Interstate Commerce Commission point up the 
feasibility of applying accounting principles and presentation of 
financial data for the utilities which are not at variance with pro- 
cedures in general use in other industries, and indicate clearly the 
desire of the Commission’s accountants to take steps to remove, as 
far as practicable, such variances as may remain. 


PROPERTY INVENTORY REPORT 


The House Committee on Government Operations has issued its 
third inventory report, entitled “Federal Real and Personal Prop- 
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erty Inventory Report (Civilian and Military) of the United States 
Government Covering Its Properties Located in Continental 
United States, in the Territories, and Overseas as of June 30, 
1957.” The information for the report was furnished by the Depart- 
ment of Defense, on its real and personal property; by the 
Department of the Interior and the Department of Agriculture, 
on public domain acreage; by the General Services Administration, 
on other real property; and by the Treasury Department, on the 
personal property of the civilian agencies. 

Federal personalty (exclusive of cash and related cash items) is 
reported at acquisition cost. Federal realty is, for the most part, at 
acquisition cost. Public domain acreage is listed at estimated 
present-day evaluations. 

Federal real and personal assets as of June 30, 1957, are reported 
at $250 billion, as follows: 

Personalty $186 billion 

Realty (excluding public domain) 48 billion 

Public domain realty, including 

mineral resources value 14 billion 


9TH ANNUAL PROGRESS REPORT 


The 9th Annual Progress Report under the Joint Program to 
Improve Accounting in the Federal Government was released on 
January 3 by the Secretary of the Treasury, the Director of the 
Bureau of the Budget, and the Comptroller General. It has been 
distributed to the federal agencies, to chairmen of the committees 
and other interested members of Congress, and to professional 
organizations and individuals outside the government who have 
indicated an interest in improvements in financial management in 
the government. 

The report summarizes the improvements and plans of a gov- 
ernment-wide nature and those of the individual agencies during 
the period from October 1, 1956, to June 30, 1957. 


BONDING OF FEDERAL EMPLOYEES 


The act of August 9, 1955, (6 U.S.C. 14) requires the head of 
each executive agency to obtain, under regulations promulgated 
by the Secretary of the Treasury, blanket, position schedule, or 
other types of surety bonds covering the civilian officers and 
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employees and military personnel who are required by law or 
administrative ruling to be bonded. The Secretary of the Treasury 
is required to make an annual report to the Congress on the 
operations under the act. 

The report for the fiscal year 1957 shows that 957,585 employees 
in the executive branch were covered by bonds procured under the 
act and in force on June 30, 1957. A blanket bond of the Post Office 
Department accounted for the greater number of employees cov- 
ered, 863,689, or 90 per cent. 

Prior to the act the employees were required to purchase and 
pay for their own individual bonds. The government incurred 
administrative expenses in connection with handling, examination, 
filing, and correspondence on these individual bonds. 

The savings in administrative costs during the fiscal year 1957, 
as compared to the fiscal year ended June 30, 1955, the last full year 
prior to the act, amounted to $486,351. These annual savings 
exceed the annual premium rate of $378,858 for bonds in force as 
of June 30, 1957, or a net saving for the government of $114,624. 
In addition to these savings, employees were relieved of paying 
premiums which during fiscal year 1955 amounted to $1,725,067. 


POLICIES ON CONSTRUCTION OF FAMILY HOUSING 


The Bureau of the Budget has revised its Circular No. 18, “Poli- 
cies on Construction of Family Housing.” The revision, dated 
October 18, 1957, replaces the version dated July 22, 1953. The 
revised circular restates the policies, providing generally for stricter 
conditions and criteria for justifying construction, and for more 
flexibility in the size and features of the housing. It also promul- 
gates a revision of the May 1957 booklet “Design Standards for 
Construction of Permanent Family Housing for Federal Person- 
nel,” prepared by the Housing and Home Finance Agency. Copies 
of this booklet may be purchased from the U.S. Government Print- 
ing Office. 

_ The policies and standards set forth in the circular will be used 
by the Bureau of the Budget in considering agency estimates and 
apportionment requests for funds for family housing for both 
civilian and military personnel (either rental housing or public 
quarters). 
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It is the policy of the government not to provide housing for 
civilian employees except where necessary to maintain the con- 
tinuity and efficiency of service, and in no case will the govern- 
ment construct family housing for civilian or military personnel 
if private capital can be found to do the financing (either by 
privately financed Capehart military housing or by community 
support). 

REPORTS TO CONGRESS 


The Clerk of the House of Representatives prepared and the 
House published (H. Doc. No. 274) a list of reports which it is the 
duty of any officer or department of the government to make to 
the Congress. The list indicates the nature and origin of each 
report, when it is to be made, and the statute which requires its 
submission. Such a list is prepared and published each year pur- 
suant to the Rules of the House. 


AIRCRAFT DEPRECIATION RULES 


The Civil Aeronautics Board issued new depreciation account- 
ing rules, effective January 1, 1958, applicable to certain classes of 
aircraft and related flight equipment. The new regulation controls 
directly the depreciation accounting practices of certificated air car- 
tiers, which have been controlled indirectly heretofore. The air 
carriers are directed to use the straight-line method and a seven-year 
service life for the flight equipment encompassed by the rule. 


~BUDGET DOCUMENT 


The Budget of the United States Government for the Fiscal Year 
Ending June 30, 1959 was submitted to Congress on January 13, 
1958. It is similar in format and content to the 1958 Budget. It 
contains cost-based budget presentations for 98 appropriation 
items, compared with 46 in the 1958 budget, and 4 in the 1957 
budget. The 1959 budget also contains 120 business-type budget 
presentations for corporations and revolving fund operations. 

The budget for the municipal government of the District of 
Columbia is printed separately for the first time. The main volume 
of the budget contains detail only for the federal payments and 
loans to the District. 
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TRANSPORTATION OF HOUSEHOLD EFFECTS 


Bureau of the Budget Circular No. A-37, dated December 30, 
1957, amends its “Regulations governing payment of travel and 
transportation expenses of civilian officers and employees of the 
United States when transferred from one official station to another 
for permanent duty,” contained in Executive Order No. 9805 of 
November 25, 1946, as last amended by Executive Order No. 10507 
of December 10, 1953 (18 F.R. 8220). The amendments prescribe 
revised commuted rates of reimbursement for the transportation 
and temporary storage of household goods and personal effects of 
civilian officers and employees upon transfer of official station 
within the continental United States. The new rates are based on 
higher tariffs authorized by the Interstate Commerce Commission. 


POSITION CLASSIFICATION STANDARDS 


The Classification Act of 1949 provides that individual positions 
in the Classified Civil Service shall, in accordance with their duties, 
responsibilities, and qualification requirements, be grouped and 
identified by classes and grades, as defined in the act, and the 
various classes shall be described in standards published by the 
Civil Service Commission. The Commission is directed to revise 
these standards to keep them up-to-date. 

The Comptroller General has ruled (B-134820, January 24, 1958) 
that it is mandatory that the administrative agency take action 
within a reasonable time to place existing positions in the proper 
classes and grades prescribed in the revised standards and to pay 
the scheduled salaries of the grades, notwithstanding that the cur- 
rent appropriation estimates did not include the increased cost 
resulting from the application of the new standards. 
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Current Publications 


BOOKS AND PAMPHLETS 


American Institute of Certified Public Accountants, Management 
Services Committee. Management Services by CPAs. New York: The 
Institute, 1957. 14 pp. $0.25. 


In a revision of the pamphlet A Classification of Management Serv- 
ices by CPAs, which was published in 1956, additional information is 
presented from a group of accounting firms of moderate size. The 
firms were surveyed to establish which types of management services 
were being rendered and to what extent they were treated as special 
engagements. ““The revised pamphlet explores the meaning of the term 
‘management services by CPAs,’ discusses the qualifications of the 
CPA and the standards of performance for such services, considers the 
problem of independence of the CPA in relation to management serv- 
ices classified according to the major functions of business manage- 
ment.” 


American Institute of Certified Public Accountants, Research Depart- 
ment. Accounting Trends and Techniques. (Eleventh Annual Sur- 
vey.) New York: The Institute, 1957. 257 pp. $15.00. 


This comprehensive study of current annual report practice by six 
hundred industrial and commercial corporations enables the reader to 
determine how every element of the financial statement and account- 
ant’s report is being handled by other corporations and accounting 
firms. Significant accounting trends as revealed in the reports of the 
six hundred companies are presented in numerous comparative tabu- 
lations throughout the study. 
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Blough, Carman G. Practical Applications of Accounting Standards. 
New York: The Institute of Certified Public Accountants, 1958. 480 
pp- $6.00. 

This reference work brings together more than two hundred discus- 
sions from ten years of the author’s published writings. Some of the 
more significant areas covered by the book include auditing procedures, 
the auditor’s report, financial statement presentation and disclosures, 
income determination, dividends, surplus adjustments and appropri- 
ations, and capital stock transactions. 


ARTICLES 


Barr, Andrew, “Financial Reporting for Regulatory Agencies,” Jour- 
nal of Accountancy, 105 (Feb. 1958), 26-32. 
“A critical discussion by the Chief Accountant of the SEC of some 
inadequacies of disclosure in financial statements of certain regulated 
industries.” 


Bierman, Harold Jr., “Some Problems in Computation and Use of 
Return on Investment,” N.A.A. Bulletin, 39 (Dec. 1957), 75-82. 


A measuring device must be objectively reliable and applicable to 
the element measured. The author states that “the use of any of the 
return on investment computations should certainly be tempered by 
the realization of their limitations.” 


Carroll, Richard, “Working Paper Techniques and Reviews,” Internal 
Auditor, 14 (Dec. 1957), 52-58. 


Even the more experienced auditor can still find ways of improving 
his working papers. The article is a valuable case study of instructions 
to auditors for the preparation of their working papers and may be 
used to advantage for interns or trainees in a discussion of working 


paper techniques. 


District of Columbia Institute of Certified Public Accountants, “The 
CPA and His Government,” Journal of Accountancy, 104 (Dec. 1957), 
49-58. 


“A report on the growing role of the professional accountant in the 
Federal Government and the opportunities for greater service in that 


expanding area.” 
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Horngren, Charles T., “Disclosure: What Next?,” Review, 
33 (Jan. 1958), 84-92. 


The author states that “financial reports should be oriented toward 
facilitating comparisons.” The article discusses the needs of the analysts 
in obtaining information necessary to a full and complete evaluation 
of a company’s operations. The author concludes that published data 
are for the use of investors and that “complete disclosure, available to 
everyone, is a fair and efficient way of serving all interested parties.” 


Jennings, Alvin R., “Challenges in Financial Reporting,” Journal of 
Accountancy, 105 (Jan. 1958), 28-34. 
“The president of the American Institute proposes a new research 
organization to examine basic accounting assumptions and develop 


authoritative statements for the guidance of industry and the account- 
ing profession.” 


Johnson, Robert W., “The Use and Significance of Random Samples 
in Audit Tests,” Journal of Accountancy, 104 (Dec. 1957), 43-48. 


The author defines a random sample, shows how it is drawn, and 
discusses some of its variations together with an evaluation of the 
advantages of the random sample over other approaches. 


Koch, Edward G., “The Use of Management Yardsticks for Capital 
Expenditure Decisions,” The Controller, 26 (Jan. 1958), 19-22, 48. 


A short discussion of the techniques used by management in deter- 
mining acceptable yardsticks for planning and controlling capital 
expenditures. 


Lucas, Delorian J., “Application of Cost Accounting in a Government 
Department,” N.A.A. Bulletin, 39 (Jan. 1958), 59-65. 


The effect of improved accounting upon operations of the U.S. Post 
Office Department is discussed, with a good review of particulars in a 
number of areas of application. 


May, George O., “Generally Accepted Principles of Accounting,” 
Journal of Accountancy, 105 (Jan. 1958), 23-27. 
The author emphasizes the need for continuous research at a high 
level on the ever-changing concepts in accounting in order to keep 
pace with financial and technological developments. 
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McAnly, Herbert T., “Recognizing Deficiency of Depreciation Based 
on Historical Costs,” N.A.A. Bulletin, 39 (Feb. 1958), 5-16. 
The author recommends that “erosion of enterprise capital, caused 
by inflation, by permitting additional charges to income based on origi- 
nal purchasing power of investment in assets,” be recognized. 


Schumann, K. F., “Use of Sampling Procedures in Internal Auditing,” 
N.A.A. Bulletin, 39 (Dec. 1957), 17-23. 


The interpretation of errors found in audit samples is among the 
topics discussed in this article, written against a background of a 
company pioneering in this important area. 


Simpsen, Marion H., “The Fallacies and Postulates of Accounting,” 
N.A.A. Bulletin, 39 (Feb. 1958), 37-44. 


The author discusses ten fallacies in accounting as well as three 
postulates and concludes that the “discussion of accounting fallacies 
and postulates should not be accepted as an admission of weakness, yet 
it should encourage a program of education and development.” 


Spacek, Leonard, “Inflation in Business,” The Controller, 25 (Dec. 
1957), 578-581, 597. 


The author, managing partner of Arthur Andersen and Company, 
comments on certain accounting practices in reporting income. 


Werntz, William W., “Accounting in Transition,” Journal of Account- 
ancy, 105 (Feb. 1958), 33-36. 


“The chairman of the American Institute’s committee on accounting 
procedure outlines the principal points in the latest statement of 
accounting and reporting standards of the American Accounting 
Association. The 1957 statement is compared with those issued in 
earlier years, and discussed in relation to accounting principles gener- 
ally accepted at the present time.” 
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